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appear to have “worshipped and 

‘bowed down” before maxims or 
catch-phrases, a form of idolatry which 
has come down into our own times, and 
continues to flourish in them, but which, 
strangely enough, has not aroused the 
wrath of social reformers, or educators. 
The religious reformers, prophets, and 
preachers have been mostly engaged 
in rooting out and destroying idols; 
those false symbols of wood, wax, and 
paint for which their followers have 
been so prone to desert them. But, in 
the world of business, politics, and com- 
mon life these maxims or speech idols 
have grown white with age without be- 
ing attacked, except in a desultory man- 
ner, and this in spite of the notorious 
fact that they are often false upon the 
face of them. 


ROM the most ancient times men 


!. Idols and Maxims 


Take, for example, the maxim which 
reports that “Competition is the Life of 


Trade. Every man knows from his 
Own experience that competition is as 


often the death of an enterprise as the 
life of it, but, in the face of this, the 
proverb has lived to a ripe old age and 
still commands our worship. Why have 
not the social and economic prophets 
attacked this heresy? The idols perish 
but the maxims survive! It is curious 
to speculate on this and may perchance 
be profitable. A lie, false teaching, or 
false symbol, however ingeniously de- 
vised and skilfully fabricated, has 
proved to be subject to so high a rate 
of depreciation, or obsolescence, that, in 
spite of the most consciencious care, it 
soon goes into the scrap heap. But 
those proverbs, maxims, or other de- 
vices of any kind whatsoever which con- 
tain even a grain of truth in them, 
appear on the contrary to be immortal, 
or at least to live to an honorable and 
a very great age. A maxim, therefore, 
which has long survived must, we fancy, 
contain a considerable modicum of truth 
on which to feed itself. 

What, then, is the truth on which this 
maxim about competition has fed so 
long? Perhaps it is rooted, as most 
truths are, in the structure of our race. 
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Man is reported to have evolved for 
thousands of centuries in a world of 
danger and strife. Struggle and risk 
are bred into the very bone of him so 
that without this external stimulation 
he cannot, or at least will not, act. De- 
prived of the spur of danger and 
goading necessity he sinks into a sort of 
lethargy in which his life is hardly more 
than a somnambulistic performance. 
The races born in the tropics, where 
food and shelter can be picked off the 
trees, live in idleness and sloth, and 
men who go from more northern zones 
to live there soon fall into the same 
habits. Unless he is pursued by the 
demons of risk, hunger, and fear, the 
normal man soon becomes degenerate. 


Il. “Necessity the Mother 
of Invention” 


Or, put in another way, man by the 
law of his being is a sporting animal 
and the steam pressure which drives 
him to achievement is produced by the 
fires of risk. All the great advances 
which man has made have been the off- 
spring of necessity; from this source 
every great invention has taken its rise. 

Looking at his economic activities 
alone it appears that the mechanical and 
electrical inventions which revolution- 
ized his life during the last century were 
forced upon him by shortage of labor 
and by rising wages. Passing from the 
general to the particular, our most re- 
markable industrial achievements can be 
traced to the pressure of necessity. 
Quantity production, rapid turnover, 
and the developments of new markets 
which are perhaps the crowning vic- 
tories of American industry have been 
largely the result of the struggle to sur- 
vive. This is the atmosphere or en- 
vironment which strong men love, and 
those who have experienced the joy of 
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battle refuse to retire from the field 

It is safe and wise to assume that hes 
the vast majority of men the spur of ex. 
ternal necessity in one form or another 
is essential to normal and healthy act 
vity, but there are individuals of whom 
this is not true. Our world is thinly 
sprinkled, as it were, with men whose 
motive or driving power is internal. 
With the average man you must build 
a fire under the boiler of him to raise 
his steam pressure to the point where 
his engine will turn over, and he will do 
work, but occasionally you will find 
man with an internal combustion engine 
whose fuel is inside of him and is 
ignited by no human spark. He seems 
an automotive creature, driven wholly 
by an inside force, though one suspects 
that unless his career be very short, (a 
mere single explosion in fact) one end 
of his ignition system is in the hand of 
God. These are what we call inspired 
men; they labor terribly without ex- 
ternal pressure of any sort and the work 
that they accomplish is prodigious. But 
they are exceptional. Most men need 
more mundane motives. Some social 
reformers maintain that these automo- 
tive men are the normal type of the 
human race, and that, given equal op- 
portunity, all men would do their best 
work without the pressure of necessity 
and fear. But the facts are against 
them. Experiments in communism and 
socialism have been tried at intervals 
since history began and have all split 
upon the same rock. Man has evolved 
under the lash of fear, and he needs tt 
to keep him going. 


III. Bureaucracy as a Soporific 
or Anesthetic 


To test the soundness of this hypothe 
sis you need not resort to equatoria 
Africa; any group of government 0 
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cials will do as well. The large depart- 
ments or bureaus of any municipal, 
state, or national government furnish 
excellent examples of what happens to 
the average man when he retires from 
the competitive world to the monastic 
seclusion of the government service. 
Here he is not only relieved but de- 
prived of all competition in the work 
of his department. Competition pro- 
duces imaginative activity and forces 
a man to take risk. The men in com- 
petitive industry are like men crossing 
a river filled with floating ice cakes; 
each leap is a desperate but a necessary 
venture. But it is not so in the bureau- 
cratic world. The public servant who 
takes any risk is either a knave or a 
fool, for there is no honorable reward 
for success, and failure brings discharge 
with shame. The most successful civil 
servant is he who does his work just 
well enough to pass muster. Then there 
is no one to criticize him and he excites 
no man’s envy. Thus, there is distilled 
the anesthetic which puts him into a 
dreamless sleep. 

Of course there are exceptional men, 
such as we referred to above, against 
whom the drug is powerless, but, in gen- 
eral, the atmosphere of a government 
bureau is fatal to high efficiency and to 
progress. Only operations which are 
completely standardized and where 
progress is at an end can safely be com- 
mitted to a department of the govern- 
ment in these rapidly evolving times in 
which we live. Men of energy, imag- 
ination, and inventive genius wilt in 
such an environment. 

It is the seclusion and retirement of 
the life and the lack of competitive 
hazard which enervates the government 
official. All his fighting instincts are 
destroyed and it may not be without 
interest to consider whether the quasi- 
public activities which we class as public 
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utilities are drifting into the same tropi- 
cal latitudes and whether in time the 
same degeneration will appear. These 
public services are (1) transportation 
of freight and passengers, (2) the sup- 
plying of light, heat, and power, (3) 
the telephone and telegraph service, and 
(4) the supply of water for domestic 
use. This latter service being simple 
in operation was early standardized and 
has passed very generally under govern- 
ment control, but in the United States 
the other public utilities are still in pri- 
vate hands and for the present are likely 
to remain so. They have been cast, 
however, in a monopolistic mold and are 
under government regulation. Compe- 
tition in the usual form has been forbid- 
den, and the problem which confronts 
us is whether under existing methods of 
regulation the evils which beset bureau- 
cracy can long be escaped. 

Taking up these services in order, the 
service of rail transportation of goods 
and passengers began nearly a century 
ago. For about a generation it grew 
and prospered under conditions of free 
and fierce competition, but nearly 50 
years ago government regulation began, 
and during the last 30 years such con- 
trol has been complete. Competition 
has been stopped and the progress and 
prosperity of the industry have stopped 
also. The competition of the early days, 
while it developed many evils, promoted 
a rapid and sound growth which has not 
marked its later years. In fact, when 
forced to operate as a regulated monop- 
oly, it fell into a somnambulism from 
which a world-wide explosion has only 
partially awakened it, and one can 
hardly avoid the conclusion that, un- 
less the thermostatic control of govern- 
ment regulation is modified, it will ulti- 
mately pass into government control and 
be managed by a government bureau. 

The business of supplying light, heat, 
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and power is divided between the gas 
and the electric services. The gas busi- 
ness was a monopolistic, and largely 
non-competitive, industry until the in- 
vention of electric generators, and even 
since that time the competition in this 
field has not been severe. Electricity, 
it is true, took from the gas companies 
the major part of their illuminating busi- 
ness, but they were able to slip easily 
into the heating and cooking field where 
competition is of the gentlest sort. The 
history of the gas industry as a whole 
has been marked by slow progress and 
lack of merchandising energy. The men 
engaged in it seem to have regarded 
themselves practically as public servants 
charged with the duty of supplying the 
service when called for but not bound to 
exploit it, or to take much risk in de- 
veloping new and more efficient methods 
of production. These are today in 
many cases substantially what they have 
been for half a century, and it would 
hardly be an exaggeration to say that, 
taken as a whole, the industry is not 
more than 10% developed. The pro- 
duction and marketing of all the by- 
products of coal have hardly been at- 
tempted, and even in the marketing of 
gas and gas appliances most of the gas 
companies are far behind the average 
retail merchant. Clearly in this case 
the soporific influence of bureaucracy is 
at work. Some cities own and operate 
their own gas plants, and the service in 
these communities is not much inferior 
to that of the private companies. 

The development of the electric light 
and power industry, however, has taken 
another road. This business, since it 
got fairly under way, say 20 years ago, 
has grown by leaps and bounds; quan- 
tity production has been achieved, meth- 
ods of production have been revolution- 
ized again and again, and methods of 
merchandising the service have in some 
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cases rivaled the best practices of com. 
petitive industry. No one can deny that 
achievement in this utility has been mag. 
nificent, but, if we turn from the 
achievement to look for the authors of 
it, we can hardly fail to observe that the 
growth has not been forced by the actiy. 
ity of the utility managers. The ex. 
traordinary improvements in the design 
of generating units have not come from 
the research departments of the utility 
companies, but from those of the great 
manufacturers of electrical apparatus— 
the Westinghouse and General Electric 
companies—and the promptness with 
which the company managers have 
adopted the new inventions has been due 
not to their native imagination and zeal 
in the public service, but to the spur of 
keen competition. The electrical utility 
companies, it is true, are quasi-public, 
and, therefore, non-competitive with 
each other, but for probably 80% of 
their business, (that of supplying power 
to large users) they must compete with 
customers who can supply power for 
themselves. All large consumers of 
power are at least potential competitors 
in their own field, and these industrial 
units, driven by competition in their 
trades, have been quick to avail them- 
selves of each improvement in the 
power-producing art which the manv- 
facturers of electrical machinery have 
devised. It is competition from this 
quarter which has forced the utility com- 
panies to revolutionize their methods 
of production and transmission several 
times in a generation, and which has 
resulted, through quantity production, 
in reducing by three-quarters the unit 
cost of electric power. In the field o! 
electric lighting, also, progress has been 
equally remarkable, but it has come 
from the laboratories of the lamp ma" 
ufacturers and not of the utility com 
panies. In methods of marketing the'' 







































service, the electric companies have done 
‘that better tian the gas companies, but this 
mag. is probably accounted for by the stimu- 
the lating effect of the competition to which 
I have referred. The administrative 
eficiency of these companies is good but 
not remarkable, and a tendency in many 
of them to extravagance both in oper- 
ation and in construction is clearly ob- 
servable, leading to high unit costs and 
excessive capitalization which would be 
dangerous in a competitive industry. 
The remaining utility, the telegraph 
and telephone companies, presents a 
truly remarkable contrast to all the 
others. This utility is almost a com- 
plete monopoly, national in its scope. It 
has developed even faster than the elec- 
tric light and power business, and stands 
head and shoulders above all other pub- 
lic utilities in the extent, in the cheap- 
ness, and in the standard of its service. 
The advance in this science has been al- 
most incredible and it has come almost 
wholly from the research staffs and lab- 
oratories of the companies themselves. 
Even though deprived of the spur of 
necessity and fear which competition 
provides, few if any competitive indus- 
tries have moved forward with greater 
energy and creative genius. One is 
tempted to say that no system could 
have been devised under which this in- 
dustry would have made better prog- 
ress, and yet the system is the same that 
has gone far to destroy the efficiency 
of our transportation business. 

One instance will show the remark- 
able divergence in the development of 
the telephone and the electric com- 
panies. The apparatus used by the tel- 
ephone companies is mostly manufac- 
tured by the Western Electric Company, 
while the Westinghouse and General 
Electric companies manufacture for the 
power and lighting field. Both indus- 
tries have become very large, requiring 
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large capital and high efficiency. In 
order to guarantee these things, the 
American Telephone and Telegraph 
Company took over control of the West- 
ern Electric Company, its manufactur- 
ing end, so to speak, while in the power 
and lighting field, far from the utility 
companies controlling the manufactur- 
ers, it is charged that the manufacturers 
control the utilities. Certainly the util- 
ity companies do not dominate the com- 
panies that make their machinery. 

There is no denying that the non- 
competitive conditions which have weak- 
ened the railroads and the gas compa- 
nies and from which competition alone 
has rescued the electric companies have 
left the telephone companies unscathed. 
The thing is a modern miracle which 
I can only explain to myself by assum- 
ing that the men who conceived, created, 
and have developed the telephone were 
men of the rare auto-motive type whose 
driving power came from within, and 
who, therefore, did not need the ex- 
ternal stimulation which competition 
alone can give, and for the lack of 
which the other public utility companies 
suffer. 


IV. Private v. Public Ownership 


Speaking generally of the experiment 
of government regulation of public util- 
ities under private ownership in the 
United States, it cannot be said that the 
present tendencies indicate any over- 
whelming superiority over government 
ownership, and if the methods of regu- 
lation are not improved, another gen- 
eration may see the last of private own- 
ership. This is the end towards which 
we are now drifting. 

It may, therefore, be wise to ask what 
can be said in favor of government own- 
ership. If it be compared with private 
ownership at its best, as shown in the 
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telephone companies, the only advan- 
tage seems to be the saving in the price 
of capital. Municipal and state gov- 
ernments can generally borrow money 
at between 334% and 4% %, but, if their 
borrowings were expanded by the pur- 
chase of these great public utilities and 
if, as is more than possible, the exemp- 
tion of their bonds from federal taxa- 
tion were repealed, the rate of interest 
would rise. On the whole, only a con- 
firmed optimist would assume that they 
could borrow large sums for long pe- 
riods at less than 4%%. 

The rates now paid for private capi- 
tal in these industries vary probably 
from 6% to 7% according to the credit 
and methods of financing of the differ- 
ent companies, although they commonly 
claim the right to earn as much as 8% 
under the decisions of our courts. It 
would, therefore, be fair to estimate 
that government ownership of the pub- 
lic utilities would result in saving 2% 
to 242% or between 30% and 40% of 
the cost of capital. 

As now privately operated, from 15 
cents to 30 cents of each dollar paid 
by the customer is used in paying for 
capital, and it is safe to say that the 
average is not above 25 cents. If gov- 
ernment financing could save 30%, the 
gain would be 7% cents on each dollar 
paid for service; if 40% could be saved, 
the gain would be 10 cents. But it can 
hardly be denied that the inefficiencies 
inherent in a bureaucratic system would 
eat up this saving and more, too. There 
is no evidence, one thinks, that govern- 
ment operation will be cheaper than the 
best private operation, and, moreover, 
unless the industry is fully developed 
so that it has reached a static condition 
for good and all, government owner- 
ship will certainly have the effect of 
stopping, or at least greatly retarding, 
progress. 
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We stand, then, in this dilemma. 
Government ownership of public util. 
ties is likely to prove costly and unpro- 
gressive. In a world changing as rapidly 
as that in which we live, this latter ob. 
jection is truly terrifying, to say noth. 
ing of the danger in a democracy of 
several million new public servants. 
Private ownership under government 
regulation, on the other hand, is begin- 
ning to show the weakness of govern. 
ment ownership, and if present methods 
of regulation continue with their ten- 
dency to overcapitalization, the next 
generation will find little to choose be. 
tween them. As things are now going, the 
capitalist with his assurance of a fair 
return on his investment in these enter- 
prises will, if a period of deflation and 
falling prices should set in, find it to 
his advantage to turn the companies 
over to the government at what he has 
put into them, for the dollar that he 
takes out of them will buy more in 
some other field. Signs are not want- 
ing even now in the transportation util- 
ities that this time has almost come. 

Such a termination of the experiment 
of private ownership would leave the 
capitalist content. Not he but the cus- 
tomers and the public generally would 
suffer, and it is to the public, therefore, 
that we must look for remedial sugges- 
tions. 


V. The Weaknesses of Public 
Utility Regulation 


Regulation of public utilities as a¢- 
ministered by the state commissioners 
and the Interstate Commerce Comnus- 
sion is confined mainly to the capital 
expenditures of the companies in order 
that overcapitalization and the evils 0! 
stock-watering may be avoided. Ur 
der the decisions of the courts, the com 
panies are entitled to a fair return 0" 
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money invested in and property devoted 
to the public interest, and, in general, 
the commissioners confine their investi- 
gations and decisions to determining the 
amounts so invested and the rates 
needed to earn a fair return on it. Some 
attention is devoted to the operating 
methods of the companies, but most of 
the commissions seem to take the view 
that these are more the business of the 
company officers than of the regulating 
authorities. 

Under this system the pressure or 
current of regulating power (though 
designed to prevent it) operates to push 
the companies in the direction of extrav- 
agance in capital expenditure because 
the companies are permitted, if not en- 
couraged, to spend freely in periods of 
high prices when trade is active, de- 
mands for extensions of service are ur- 
gent, and capital is in abundant supply. 
Foresight in providing spare capacity 
in advance during periods of depression 
and low prices is not required, and there 
is observable in the capital expenditures 
of the companies a lack of economy and 
frugality which in a highly competitive 
industry would cause uneasiness to in- 
vestors. 

In the matter of operating expendi- 
tures, also, the pressure of the present 
system is in the wrong direction. The 
regulating commissions seem generally 
to have taken the view that operating 
conditions and costs in different parts 
of the country varied so widely that 
comparison was impossible, and that the 
control of operating expenses must be 
left to the companies. With this view 
one can hardly concur, because, while 
operating costs in various localities do 
vary with local conditions, some com- 
Parison and some standards of service 
and unit costs can be worked out which 
will at least indicate the operating effi- 
ciency of the companies in one jurisdic- 
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tion as compared with others. The men 
who manage large groups of companies 
scattered over the country know the 
value of such comparisons and use them. 

In the absence of such supervision 
and control by regulating authorities, 
however, the companies are under temp- 
tation to pad their operating accounts 
so that, if they are hit by an unfavorable 


-rate decision, they can shorten sail and 


avoid being driven upon a lee shore. 

If the true aim of public regulation 
is to supply the public with these ser- 
vices at the lowest cost consistent with 
good quality, it would seem that as now 
exercised, the tendency (or current) is 
not running in a direction to accomplish 
this result. The spur of competition 
has been removed, and no effective sub- 
stitute has been devised and used by the 
regulating commissioners. Perhaps no 
substitute exists, but if this is true, one 
hardly sees what is to save private own- 
ership from drifting into the shallows 
of bureaucracy where it will be helpless 
against the popular demand for gov- 
ernment ownership. 


VI. How Regulation Might 
Be Improved 


The two worst industrial diseases are 
cut-throat competition on the one hand 
and complete monopoly on the other, 
and the true purpose of government reg- 
ulation is, or should be, to steer those 
industries like the public utilities in 
which the government has, so to speak, 
taken the wheel in a safe course between 
them. 14} 

Reasonable or fair competition is 
stimulating, but cut-throat competition 
is anarchy or chaos, in which the 
contestants merely hack each other to 
pieces. Even where death does not re- 
sult, efficiency is not promoted. Prices 
and labor costs tend to be high and 
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wages low. Complete unregulated 
monopoly, however, is, if anything, 
worse; it is less efficient and certainly 
less progressive. 

The function of regulation is really 
to prevent unfair competition without 
abolishing competition altogether. The 
government pilot steering between an- 
archic freedom and monopolistic stag- 
nation will do well, however, to give 
monopoly the wider berth and give the 
regulated industries all the freedom that 
they show the capacity to use. Better 
too little regulation than too much, if 
high quality and low costs of service are 
aimed at, for the overregulated man- 
ager becomes a mere managing clerk. 

If this is what is aimed at, one is 
tempted to speculate whether the re- 
sults, both for the public and for the 
companies, might not be better if the 
present method of regulation were re- 
versed. Suppose, for example, that 
regulating commissioners were to con- 
centrate their attentions on operating 
efficiency instead of on capitalization, 
striving to compare the results obtained 
by managements in different parts of the 
country, and thus to set up competition 
in a modified form. If rates were regu- 
lated on the basis of comparative oper- 
ating efficiency (in which the efficient use 
of capital was included) the capital ex- 
penditures of the companies might 
almost be left to take care of them- 
selves, for there would then be a severe 
penalty on extravagance in this form. 
Such a method, moreover, would enable 
the commissi»ners to encourage and re- 
ward able managers and to penalize the 
incompetent. 

The application of this principle 
alone, however, has distinct limitations 
and would not prove sufficient to pro- 
mote the highest efficiency in all cases, 
and one is, therefore, led to consider 
whether there is any other stimulating 


agent which the public authorities could 
call on in emergencies. 

If you look over the great field of 
other industrial activities in the United 
States you will see many industrial units 
which, while they do not monopolize 
their trade, occupy such a commanding 
position in it that the spur of competi. 
tion is hardly felt. In such industries 
it is ‘‘near-competition”’ rather than the 
real article which we observe, and the 
question arises: What is the pressure on 
such industries which keeps them up to 
their work? Competition being ineffec. 
tive, what takes the place of it? 

To this question no final answer can 
be given, but it is interesting to observe 
that at least one great industry in the 
country, which dominates its field, has 
felt the need of a substitute for the com- 
petitive spur and claims to have found 
one. 

The common practice of manufac- 
turers who are in a position to fix prices 
for themselves, and who still desire to 
sell their goods at the lowest practic- 
able price, is to study their costs of 
manufacture, introduce such economies 
and improvements as they can discover, 
and after the cost of production has 
been reduced, cut the price. But where 
competition is severe this process is re- 
versed, for a competitor with lower 
costs or with a surplus stock will fre- 
quently cut the price in the open market 
and force the others in the trade to meet 
the cut. In such cases the cut in price 
comes first and operating economies 
must follow or the manufacturer goes 
to the wall. This is the ordinary course 
of nature, so to speak, and it is doubtful 
whether the average man can ever Te 
duce his operating costs until he 's 
forced to it. 

The conclusion at which one great 
organization seems to have arrived 's 
this; that, considering the frailties 0! 
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could human nature, men do not economize ities). But, if the commissioners were 
until they have to, and that, as there is to concentrate their attention on operat- 
ld of no external pressure to force a dominant ing efficiency and results, they might in 
Jnited industry in that direction, the pressure time acquire such a command of the sub- 
| units must come from within. This can be ject that they could venture judiciously 
Dolize done by reversing the practice referred to apply this substitute for competition 
nding to above of reducing cost first and price where less drastic methods of promot- 
npeti- second, and cut the price first to the ing efficiency had failed. 

stries point where the profit has vanished, and The departures from the existing 
in the thus force economies in production. theory and practice of regulation herein 
d the If this is a practical suggestion it will suggested are very radical and if sud- 
ire on provide an effective substitute for real denly or injudiciously undertaken would 
up to competition, and might be applied with shake these services to their very roots. 
ie ffec- caution to the public utilities. It is un- Haste makes waste and, therefore, if 
likely that managers will make trouble anything is to be done it must not be 
r can for themselves by taking the initiative entered upon hastily or inadvisedly, but 
serve (although this might occur in isolated soberly, discreetly, and in the fear of 
n the cases if encouraged by the public author- God. 

, has 

com- 

‘ound 


fac. 
prices 
re to 
actic- 
ts of 
ymies 
over, 
| has 
here 
is re- 
ower 

fre- 
arket 
meet 
price 
mies 
goes 
urse 
btful 
r re- 
e is 


reat 
d is 


s of 





TRADE STATISTICS AND PUBLIC POLICY 395 





TRADE STATISTICS AND PUBLIC POLICY 


By FRANKLIN D. JONES 


Supreme Court handed down on 

June 1 in the Maple Flooring 
Manufacturers Association and the Ce- 
ment Manufacturers Association cases, 
declaring lawful the interchange of 
trade statistics by members of a trade 
association, are among the most impor- 
tant cases ever decided involving the 
law of business competition. The Su- 
preme Court holds that “trade associa- 
tions or combinations of persons or 
corporations which openly and fairly 
gather and disseminate information as 
to the cost of their product, the volume 
of production, the actual price which 
the product has brought in past trans- 
actions, stocks of merchandise on hand, 
approximate cost of transportation 
from the principal point of shipment 
to the points of consumption. . . and 
who, . meet and discuss such in- 
formation and statistics without, how- 
ever, reaching or attempting to reach 
any agreement or any concerted action 
with respect to prices or production or 
restraining competition, do not thereby 
engage in unlawful restraint of com- 
merce.” The cases are unique in that 
the Supreme Court, in applying the rule 
of reason, recognizes the value of 
testimony of expert economists, cites 
economic text-books, and evinces an 
intention to determine great economic 
questions arising under the anti-trust 
acts on the basis of facts rather than 
by the application of artificial technical 
legal rules. The cases involve a great 
question of public policy as to which 
Secretary Hoover, on the one hand, and 
the Department of Justice and Federal 


"Tse decisions of the United States 


Trade Commission, on the other, have 
been divided. The decisions sustain 
Secretary Hoover’s view-point; in fact, 
they go beyond his published statements 
as to what might be done with a due 
regard to the public interest. It is pos- 
sible that the court has too loosely 
prescribed the limits on this form of 
cooperative action, but basically the 
decisions are sound from an economic 
standpoint and will ultimately have 
a profound effect upon American in- 
dustries. 


I 


The evolution of industry is mak- 
ing the collection and dissemination 
of facts by each industry more and 
more important. Most manufacturers 
before the Civil War, broadly 
speaking, had a local distribution. Busi- 
ness conditions in the territory sur- 
rounding a plant were the subject of 
personal knowledge. The production 
available, retailers’ stocks, crop condi- 
tions, building conditions, and all of the 
local factors which would affect his 
business could be ascertained with ap- 
proximate accuracy at least. The manv- 
facturer served a limited market whose 
needs he knew and he could plan his 
production and fix his prices accordingly. 

But as his goods moved to distant 
markets and as distant competitors 
brought their goods to his markets, the 
situation confronting the manufacturer 
wholly changed. As an individual he 
has little knowledge as to current oF 
future production in the enlarged mar- 
ket in which he sells. The volume o! 
the commodity in process of distribution 
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‘, the hands of thousands of whole- 
galers and retailers cannot even be ap- 
proximated. The large manufacturer, 
producing in quantity with a heavy over- 
head and narrow margin of profit, is 
always faced with the menace of a 
heavy overproduction in his industry 
and a violent fluctuation in price forcing 
heavy losses. The smaller manufac- 
turer, often forced to seek distant 
markets, is well-nigh helpless. Trade 
journals furnish him very valuable but 
incomplete data, and talks with other 
business men, together with the reports 
of his salesmen based upon interviews 
with shrewd purchasing agents, usually 
complete his fund of information. If 
there are numerous manufacturers in 
the industry all working in more or less 
ignorance of the facts, the almost inevit- 
ab'e results are alternating periods of 
overproduction and scarcity with great 
fluctuations in price. Violent fluctua- 
tions in price not only attract specu- 
lators but also require their services to 
assume the risks, thus increasing the 
burden of uncertainty upon the industry. 
Shifting conditions have thus placed the 
business man in a position where, al- 
though he may have a vastly greater 
tund of general information, he does 
not have as exact information as to 
actual conditions of supply and demand 
in his own widened market as he had a 
half-century ago. 

The issue presented is whether we 
want a competitive system functioning 
with buyers and sellers possessing the 
tullest possible information as to con- 
ditions in their markets, or a com- 
petitive system based upon enforced 
ignorance of facts in so far as the gov- 
ernment can compel the continuance of 
such a situation. The Supreme Court, 
while carefully guarding against the 
use of trade statistics to effect undue 
restraints of competition, recognizes the 
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economic value of united action to col- 
lect and broadcast the business informa- 
tion relative to market conditions which 
expedites and stimulates trade by fur- 
nishing reliable facts of value to the 
business man in formulating his own in- 
dividual policy. 
II 


The functioning of the competitive 
system would be greatly improved were 
every buyer and seller accurately ap- 
prized of conditions affecting supply and 
demand. Such a result cannot even be 
hoped for, but there are various classes 
of information the wide dissemination 
of which, now legalized by these deci- 
sions, would operate to the benefit of 
the business man and of the public. 

We should have accurate data show- 
ing the productive capacity of every 
important industry. It is surely to 
the interests of the nation to utilize 
its fund of capital for the most produc- 
tive uses. It is admittedly an unwise 
policy for an individual manufacturer 
to increase the capacity of his plant far 
beyond the capacity of his markets. Is 
it not likewise unwise, as a national pol- 
icy, to encourage conditions which will 
result in an industry developing its 
physical capacity beyond the needs of 
consuming demand? 

If information as to the productive 
capacity of our different industries, com- 
bined with the annual consumption of 
the products they produce, is widely dis- 
seminated, it ought to result in substan- 
tial public benefit. In the first place, it 
would tend to retard overconstruction 
and the waste of capital. If men with 
capital available for investment knew 
that the coal industry, for example, was 
continuously faced with overproduction, 
they would hesitate to enter the mining 
business. Bankers supplied with such 
information would hesitate to finance 
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such ventures. The Federal Trade 
Commission, shortly after its organiza- 
tion, contemplated the compiling of 
such information in some industries but 
for some reason decided not to do so. 
While unwise investments of capital will 
always be made, a wide-spread knowl- 
edge of the productive capacity of our 
various industries ought, at least in a 
measure, automatically to direct the 
capital of the nation to the most produc- 
tive and profitable uses. 

In the second place, such information, 
to the extent it discouraged the develop- 
ment of plant production to a point far 
beyond the real needs of trade and com- 
merce, would tend to prevent monopoly. 
Whenever conditions of overproduction 
are created in an industry, the incentive 
of necessity forces efforts to control 
competition. Men do not willingly lose 
money for protracted periods. The 
great development of plant equipment 
during the war has created conditions 
of overproduction in many industries 
and, as a result, there is at the present 
time a movement for the merger of 
properties which threatens far to ex- 
ceed the great merger period of the 
nineties which brought about the anti- 
trust agitation of the Roosevelt admin- 
istration. Such mergers involving pro- 
moters’ and underwriters’ costs, and the 
purchase of essential properties at 
highly inflated values, often not only re- 
sult in a temporary control of produc- 
tion and price, but also force their 
owners to exact high prices in order to 
secure the customary rate of return on 
the inflated capitalization. A govern- 
mental policy which does absolutely 
nothing to supply or permit of the com- 
pilation of the facts which might tend 
to prevent the diversion of capital into 
crowded industries where it will 
inevitably be dissipated, creates a con- 
dition which inevitably leads to efforts 
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artificially to control conditions 
monopolistic devices. 

Finally, the existence of such infor. 
mation would be invaluable in time o{ 
war. Had such facts been available to 
the government at the time of th. 
World War, months of confusion in the 
organization of industries, planning of 
schedules, placement of contracts, and 
so on, would have been avoided. The 
War Department, for some months, has 
been endeavoring to organize informa. 
tion of this character; but such data 
should not rest in its dusty archives, |t 
should not only be available to indus. 
try and to the public, but should receive 
the widest publicity. 


III 


There is need for the collection 
and dissemination of cost figures, 
Viewed from a public standpoint a wide 
and exact knowledge of costs is bene- 
ficial. Its effect would very probably 
be to stabilize price. On the one hand, 
it would tend to result in an increase in 
prices by some of those concerns which 
ignorantly sell below their own costs, 
failing to take into account such items as 
depreciation, depletion, and the like, 
until too late. On the other hand, it 
would tend to decrease the prices of 
other concerns by revealing to them the 
items in which their costs were high, 
thus enabling them to make reductions. 
Costs are the accurate measure of the 
efficiency of labor, of machines, of every 
factor in a business. Is not the business 
man entitled to learn from the exper 
ence of others, by comparing what their 
machines, their labor, their selling 
forces are doing with his own, or must 
he isolate himself because the wide- 
spread adoption of the best business 
practice tends toward less variation !" 
costs and therefore in price? A stabill- 








TFIADITADT? DWITCIAICCR DEUWVILias 


zatic 
grea 
rathe 
obvi 
man 
busin 


quat 
supp 
at le 
ent-S 
a gre 
very 
clenc 
units 
quan 
some 
integ 
abou 
large 
efhici 
there 
busin 
stron 
tenti 
must 
isa. 
men 
distr 
durir 
their 
mum 
busin 
cerne 
of tl 
men¢ 
our 

force 
cern 
prob 
study 
units 
over 
to th 
vears 
form 








$ by 


nfor. 
le of 
le to 
the 
n the 
ig of 
, and 
The 
3, has 
yrma- 
data 
s. It 
ndus- 
ceive 


ction 
ures, 
wide 
bene- 
bably 
hand, 
ase in 
which 
costs, 
ms as 
like, 
nd, it 
es of 
m the 
high, 
tions. 
f the 
every 
giness 
xperi- 
their 
elling 
must 
wide: 
siness 
on in 
tabill- 





zation of prices which results from 
sreater efficiency in business methods 
rather than price-fixing agreements is 
obviously beneficial in steadying de- 
mand, in reducing the risks of doing 
business, and thus lessening the need for 
speculators who assume such risks. 
Moreover, the development of ade- 
quate cost figures in industries would 
supply a means of gaging, in a measure, 
at least, the relative efficiency of differ- 
ent-sized business units. There has been 
a great deal of discussion founded upon 
very few facts as to the relative efh- 
ciency of large and small business 
units. In America the efficiency of 
quantity production and the success of 
some large concerns with a_ highly 
integrated organization have brought 
about a wide-spread belief that the 
larger the concern is the greater the 
eficiency secured, and that monopoly is 
therefore the most efficient form of 
business organization. Theoretically, a 
strong case may be made for this con- 
tention. But facts rather than theory 
must determine the proposition. There 
is a belief among a number of business 
men employed both in manufacture and 
distribution, with whom I have talked 
during the past several years, that in 
their industries there is a point of maxi- 
mum efficiency, so far as the size of the 
business and its profitableness are con- 
cerned. With the great uncertainties 
of the market resulting from the tre- 
mendous volume of production under 
our factory system, great economic 
forces are at work, and the huge con- 
cern with a large overhead faces graver 
problems than the smaller concern. A 
study of the costs of the different-sized 
units in an industry, of the relation of 
overhead to total costs, of earning ratio 
to the capital invested for a period of 
years, might develop most valuable in- 
formation as to the relative efficiency 
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of different-sized units in industries. In 
each industry the differing conditions 
would no doubt produce different re- 
sults. But if from a comprehensive study 
of facts it could be even approximately 
determined in each industry what sized 
unit was most efficient, the publication 
of the facts within the industry would 
no doubt in time place the industry on a 
more productive and a sounder eco- 
nomic basis. Facts such as these would 
at least be more helpful than the glit- 
tering generalities we now hear as to 
the relative efficiency of the monopolis- 
tic and competitive systems. And if by 
chance it were conclusively demon- 
strated that very large units were inefh- 
cient and costly in a particular industry, 
the merger movement and monopolies 
would be more effectively checked 
through the natural actions of business 
men in seeking the most productive 
form for their investments than would 
be accomplished by a host of laws on 
the statute books. 

Again, if our protective tariffs are 
ever to be put on a scientific basis, a 
knowledge of the costs of manufacture 
in the different industries is essential. 
Moreover, the last six centuries of 
Anglo-Saxon history repeatedly disclose 
that the almost inevitable result of war 
is the fixing of prices of many commodi- 
ties. It is of vital importance to an 
industry; it is of equal importance to the 
government, that ill-advised action be 
avoided when any attempt is made arti- 
ficially to control the delicate mechanism 
of the competitive system in this way. 
During the last war many of our indus- 
tries and branches of industries were 
threatened with catastrophe because of 
the lack of such data. They found that 
government officials, pressed to the limit 
to secure supplies for war needs, were 
sometimes inclined arbitrarily to fix 
prices instead of awaiting the results of 
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lengthy cost investigations. The deci- 
sion of the Supreme Court in the Maple 
Flooring Manufacturers Association 
case, while not discussing these many 
phases of this form of activity, clearly 
holds that costs of production are 
“legitimate subjects of inquiry and 
knowledge in any industry.” 

But it must be admitted that there 
are abuses which may arise, particularly 
in association uniform cost accounting 
systems, which hold possibilities of 
great harm to the public. Few people 
will defend the use of a uniform cost 
system for the purpose of indirectly fix- 
ing or enhancing prices, and the court 
points out that such a misuse of such 
data is a violation of the laws. Experi- 
ence has already shown that it is possi- 
ble for members of an industry to agree 
on fixed items of cost such as deprecia- 
tion, or depletion, or to fix an alleged 
uniform cost of raw materials purchased 
at widely varying prices, thus subverting 
the cost system from its legitimate pur- 
pose and making it a device for en- 
hancing the general level of prices. 

The Supreme Court, in the Maple 
Flooring Association case, holds that 
the computation and distribution of 
average costs, when such computations 
are made with all practicable accuracy, 
based upon actual costs fairly ascer- 
tained from the actual experience of 
members, is lawful. This particular rul- 
ing may easily be misconstrued by busi- 
ness organizations, and it should be 
pointed out that it does not legalize 
arbitrary averages arrived at to en- 
hance prices. It is possible to compute 
alleged average costs for an industry, 
and bring about the general adoption 
of such costs as a mechanical means 
for computing prices when such costs 
have no substantial relation to the 
actual costs of the individual concern 
and the real purpose of their use is to 
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increase prices. These are abuses which 
can and have been reached through 
prosecution by the government, and the 
decisions just handed down by the Sy. 
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which as to market conditions tends in a mea- 
rough wre to stabilize prices. If such informa- 
nd the sion discloses to a manufacturer of tires, 
he Su. for example, that the dealers are heay- 
-galize ‘ly overstocked on one particular type 
tut the of tire, ordinary business sense would 
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arately 
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suggest that he divert his production to 
other types. In taking such action he 
does not combine, conspire, or even talk 
with a competitor. As a business man 
he exercises his independent judgment 
as to the wise policy for him to. pursue 
in a competitive market upon known 
facts. And while his lessened produc- 
tion may tend to hold up prices on the 
one type of tire, the ‘shift of his pro- 
duction to other types increases their 
supply and in turn tends to lessen their 
prices. There is thus a stabilization of 
price without any public injury. Simi- 
larly, if the shipper of transit cars of 
vegetables or lumber has accurate infor- 
mation that certain large consuming cen- 
ters are oversupplied, with cars standing 
on demurrage, while in others prices are 
firm and supplies short, where will he as 
an intelligent business man send his 
shipment? Or if a lumber manufac- 
turer finds that the reports of the stock 
on hand of his competitors show a heavy 
accumulation of stocks of particular 
grades and sizes at the mills, what will 
he as a prudent business man do— 
blindly continue the manufacture of 
those grades and sizes, foolishly fight- 
ing against the inexorable law of sup- 
ply and demand, or reshape his produc- 
tion to the demands of the market? 
Why should the business man be denied 
this information except as he can secure 
it partially from salesmen, trade jour- 
nals, or private agencies? Is it not to 
the interest of the public thus to bring 
about the greatest possible fluidity of 
the supply, so that consumers will not 
© Paying excessive prices for one prod- 
uct and low prices for another, or pay- 
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ing excessive prices in one market and 
buying considerably below cost in an- 
other? By thus increasing the fluidity 
of the supply through the possession of 
accurate information as to market con- 
ditions by all buyers and sellers, there 
would result a tendency toward a uni- 
form price without the slightest lessen- 
ing of competition. Eliminate fraud, 
eliminate ignorance of facts from the 
bartering of the market, thus protecting 
both buyer and seller, and inevitably, 
under the unrestricted operation of 
competition, the margin of daily fluc- 
tuation in price would be substantially 
lessened. Excessive prices and unduly 
low prices springing from such causes 
would be eliminated; but competition, 
based upon an intelligent knowledge of 
conditions, would be as intense as ever. 

Not only would accurate knowledge 
of the markets tend to increase the flu- 
idity of the supply, it would also tend to 
bring about a closer adjustment of the 
supply to the demands of the market, 
stabilizing production so as to avoid in 
a measure alternate periods of overpro- 
duction and underproduction, thus les- 
sening the more basic fluctuations in 
price. It is gravely to be doubted 
whether there is any public interest 
served by manufacturers producing a 
heavy overproduction forcing prices be- 
low cost, compelling the shutdown of 
plants, and unemployment, with their 
resultant hardships and economic losses. 
Yet in one industry after another, manu- 
facturers are compelled to project their 
production schedules on_ insufficient 
facts, and have no accurate gage for 
comparing their position with the gen- 
eral conditions in the industry. If the 
volume of trade of an industry is fall- 
ing off while the individual’s business is 
increasing, why should he not be entitled 
to know that fact? If, on the other 
hand, the volume of trade is increasing 
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while his business is standing still, would 
not accurate information showing that 
fact stimulate greater competition on 
his part to get the business? If reports 
of a number of concerns in the indus- 
try show a general trend toward smaller 
orders, why should the business man be 
deprived of that knowledge? The col- 
lection and dissemination of such facts 
might, it is true, tend to lessen the re- 
current periods of overproduction which 
demoralize industry, create unemploy- 
ment, and foster speculation; but only 
as the result of the intelligent reaction 
of many individual concerns to estab- 
lished facts rather than because of any 
agreement or combination to restrict 
production or restrain trade. The dif- 
ference is a vital one, for where such 
result comes from publication of facts, 
every business man is free to do as he 
pleases without any restriction whatso- 
ever and is as strong a competitive fac- 
tor as ever, except that he is better 
informed; while, under any agreement 
in restraint of trade, production is arti- 
ficially controlled without regard to the 
constantly shifting conditions. A more 
steady production would certainly seem 
in the public interest. And certainly 
wide fluctuations in prices do not en- 
courage normal, healthy trade. In one 
country after another it has been shown 
that when they become too violent they 
paralyze business and force in the spec- 
ulator to assume the risks, at a heavy 
cost to the public. 

Give to the individual manufacturer 
information as to current production, 
stocks on hand, current orders, unfilled 
orders, and current shipments; and, act- 
ing individually, he would curtail his 
production when there was obviously an 
oversupply in the industry threatening 
to force prices below cost of production 
or increase his production when stocks 
are becoming scanty. In the absence of 
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any agreement in restraint of trade, as 
long as prices remain above costs, com. 
petitors will zealously strive to get the 
business. Under a quantity system of 
production, there will always be com. 
petitors eager to get business which 
gives them even a small profit. The op. 
eration of competition, if the laws 
against restraint of trade are rigorously 
enforced, will prevent the exaction of 
high prices. Indeed, wide-spread know!- 
edge of prices would make such compe. 
tition more effective by revealing the 
markets, or the type of commodity 
which held forth the greatest oppor. 
tunity for profit. We must recognize 
that the fundamental change in our 
form of industrial organization, the 
vastly expanded areas of competition 
already discussed, makes the collection 
and publication of such facts well-nigh 
essential to the business man. The 
proper operation of the competitive 
system demands it in fairness to him. 

The Supreme Court, in its decisions, 
recognizes these facts. In the Maple 
Flooring case it says: 


It is not, we think, open to question that 
the dissemination of pertinent information con- 
cerning any trade or business tends to stab'lize 
that trade or business and to produce uniform- 
ity of price and trade practice. Exchange of 
price quotations of market commodities tends 
to produce uniformity of prices in the markets 
of the world. Knowledge of the supplies of 
available merchandise tends to prevent over- 
production and to avoid the economic distur- 
bances produced by business crises resulting 
from overproduction. But the natural effect 
of the acquisition of wider and more scientific 
knowledge of business conditions, on the 
minds of the individuals engaged in commerce, 
and its consequent effect in stabilizing pro- 
duction and price can hardly be deemed 4 tt 
straint of commerce or if so it cannot, we 
think, be said to be an unreasonable restraint, 
or in any respect unlawful. 


There is not only no unreasonable 
restraint of trade in the mere collection 
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and dissemination of such facts; there 


de, as 
are substantial benefits to the public 


, COM- 
et the fowing from such an activity. The bene- 
m of éts resulting from a more stabilized pro- 


duction, with the consequent tendency 


com- 
which to eliminate speculation, to steady em- 
he op- ployment, to stimulate trade, and to as- 
laws sure to the public a true competitive 
rously price based upon the operation of the 
on of law of supply and demand, free from the 
now!- interference of fraud and ignorance on 
ompe- the part of buyer and seller, have al- 
g the ready been discussed. Such information, 
1odity is, moreover, especially valuable to the 
)ppor- small business man who has not the far- 
ygnize jung organization which enables his 
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larger competitors to keep more fully 
advised as to market conditions. To the 
extent such data help the smaller man- 


ection ufacturer and distributor to become 
I-nigh more effective in competition, to just 
The that extent it tends to prevent mo- 
titive nopoly. Again, is it not self-evident that 
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as we amass a great fund of continuous 
information in our many industries, we 
will acquire the basic economic data on 
which a scientific study of business 
trends and cycles can be made? Sucha 
fund of facts will also furnish the 
ground-work upon which any system of 
federal regulation should be based if 
circumstances show the need for it in 
any industry. And in times of war it is 
obvious that it would be of the utmost 
value to the government to be able im- 
mediately to secure from any industry 
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industry and its individual members to 
supply forthwith the urgent needs of 
the government. 
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sellers is essential to the proper oper- 
ation of the competitive system under 
our modern organization of industrial 
society and is of real value to the public, 
it cannot be gainsaid that the collection 
and dissemination of such data by busi- 
ness men offers opportunities for abuses, 
and it should be carefully noted that the 
Supreme Court uses well-guarded lan- 
guage as to the legal limits of such an 
activity. If we agree as to the value of 
statistical information of the character 
discussed to the business man and to the 
public, a sound policy ought to be di- 
rected, as the Supreme Court now 
directs it, not at destroying the great 
statistical system which has_ been 
evolved by our many industries, but 
rather at eliminating these abuses. 

The Supreme Court has _ wisely 
pointed out the abuses involved in the 
interchange of business data. The 
Supreme Court, up to this time, has laid 
down four features of a cooperative 
interchange of statistics which taint any 
such action with illegality. 

1. The court condemns secrecy in 
the use of such information. In all its 
previous decisions the court has stressed 
this point; and, in the Maple Flooring 
case, is careful to state it decides only 
that it is not unlawful to gather 
“openly” and disseminate such informa- 
tion. The court evidently deems it 
against the public interest to permit 
sellers to combine to secure secretly the 
information giving them the most in- 
timate knowledge of what their com- 
petitors are doing in order to “deal 
with widely separated and unorganized 
customers necessarily ignorant of the 
true conditions.” * While our form of 
government is based upon the fullest 
possible protection of individual rights, 
the courts look upon combined action 


*U. S. v Linseed Oil Company, 262 U. S. 371- 
390. 
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with the closest scrutiny, and the Su- 
preme Court reiterates its statement in 
the Linseed Oil case where it said that, 
while the individual may exercise great 
freedom, ‘concerted action through 
combination presents a wholly different 
problem and is forbidden when the 
necessary tendency is to destroy the 
kind of competition to which the public 
has long looked for protection.” If the 
privilege of combining to compile and 
disseminate such statistics is to be 
granted, so that the basic facts of the 
markets are to be known, it seems ob- 
vious that buyers as well as sellers 
should be informed, otherwise the exer- 
cise of the privilege may prevent rather 
than protect the natural operation of 
the law of supply and demand. Full 
publicity of such facts, so that both 
sellers and buyers may be as fully in- 
formed as possible, seems, therefore, 
essential. 

2. Fraud in the compilation of such 
data is unquestionably unlawful. Here, 
again, the court is careful to limit this 
activity by requiring that such data are 
being “fairly” gathered and dissemi- 
nated. There might at times be a temp- 
tation to the official compiling such data 
to omit some portion of his information, 
as, for example, sales at very low prices, 
with the intention of bolstering up the 
market by giving a false impression as 
to the fair level of prices. Such action 
could not be defended, although such 
a practice would soon correct itself by 
destroying confidence in the informa- 
tion. For centuries it has been unlawful 
at the common law to disseminate false 
information for the purpose of en- 
hancing or curtailing prices.? 

3. Any concerted action, based upon 
such data, the necessary tendency of 





*Illingworth, Inquiry into the Laws Respecting 
Forestalling, etc., 1800, p. 14; Burns, Justice, 1769, 
11th edition p. 195. 


which is to restrict competition, is like. 
wise condemned. It is improper for an 
association official to comment on the 
data, indicating his belief as to market 
trends, or making recommendations as 
to production or prices. Such action on 
his part, if he has the confidence of his 
members in any degree, tends strongly 
to bring about concerted action along 


_the lines of his recommendations, thus 


restricting competition. Such action 
was condemned in the Hardwood case, 
This decision is reaffirmed in these deci- 
sions. It is likewise doubtful whether 
the courts will ever approve of the dis. 
tribution of identified information— 
that is, identifying the figures of each 
competitor. Identified figures go much 
further than giving a business man full 
information as to basic conditions in his 
industry, by furnishing him intimate 
facts as to the individual business poli- 
cies and judgment of all his competitors. 
The circulation of identified informa- 
tion could very easily lead to business 
men substituting the judgment of some 
leading concern in the industry for their 
own or entering into an understanding 
to follow a leader whose prices and 
other policies could be easily followed 
under such a plan. Such information 
likewise identifies the price-cutter or the 
concern producing in heavy volume, and 
gives opportunity for the exertion of 
social and other pressure upon him to 
change his tactics. In such action there 
is usually present a tendency to restrict 
competition. 

4. The court carefully limits the 
right to circulate prices, to the “actual 
price which the product has brought in 
past transactions.” The court does not 
legalize the interchange of quotations 
and other information leading up to the 
sale which would give the combined 
sellers an advantage over the buyer. 
This was condemned in the Linseed Oil 
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case, which case is cited with approval 
in the present decisions. 

In one respect the decisions are apt 
to create a great deal of confusion and 
misunderstanding. The court expressly 
holds that members of a combination 
may “meet and discuss such information 
and statistics.” It cannot be too 
strongly emphasized that the court 
states they may do this only provided 
they do not reach or attempt to reach 
“any agreement or any concerted action 
with respect to prices or production, or 
restricting competition.” It is unfor- 
tunate that the right to meet and discuss 
such statistics was granted, for it is 
extremely difficult to avoid implied 
understandings, or gentlemen’s agree- 
ments, or concerted action within the 
prohibitions of the anti-trust acts. Un- 
less each meeting is attended by a 
lawyer, there will be constant under- 
standings reached without a realization, 
possibly, that the law has been violated. 
While there is every reason to allow 
every business man to secure the fullest 
possible facts regarding his industry, it 
is quite a different thing to permit of 
an exchange of judgment on these facts 
within an organization. The line of 
demarcation between such action and 
the actual formation of very effective 
implied understandings, the existence of 
which is very difficult to prove, is very 
shadowy. A meeting at which matters 
of this kind are discussed and debated 
by leaders of the industry, can bring 
about a situation which, so far as actual 
results on competition are concerned, is 
practically the same as an agreement. 
It is very probable that many business 
organizations acting in reliance on this 
decision giving them the right to discuss 
such data, will, in fact, enter into under- 
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standings which violate the law. It 
cannot, therefore, be too strongly em- 
phasized that these decisions, while 
recognizing the right of the business 
man to complete information, emphat- 
ically declare that the misuse of the 
information to effectuate contracts, 
agreements or understandings, or any 
concerted action through combinations 
which has the necessary tendency to 
destroy competition, through price- 
fixing, restriction of production, or 
other similar results, is unlawful. 

So far as the interchange of statistics 
is concerned, these decisions decide only 
that trade associations or other com- 
binations of persons or corporations 
which openly and fairly gather and dis- 
seminate information as to the cost of 
their product, the volume of production, 
the actual price which the product has 
brought in past transactions, stocks of 
merchandise on hand, approximate cost 
of transportation from the principal 
point of shipment to points of consump- 
tion, and credit information, and who 
meet to discuss such statistics without 
reaching or attempting to reach any 
agreement or concerted action with 
respect to price or production, or re- 
stricting competition, do not violate the 
law. These decisions will become a 
landmark in the history of the anti-trust 
laws. They greatly clarify the law, but 
by reason of features already discussed 
there is grave danger that the business 
community will interpret them more 
broadly than their language warrants. 
Should this happen, the results would be 
unfortunate to the public and ultimately 
to American business, because the de- 
mand for restrictive legislation which 
would inevitably arise might be far- 
reaching in its economic consequences. 
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A CADET SYSTEM IN RAILROAD SERVICE 


By WILLIAM J. CUNNINGHAM 


URING the past two or three 
decades, marked changes have 
occurred in the nature of the 

problems of railroad management. The 
degree of governmental regulation has 
markedly increased. The opportunities 
for the play of individual initiative and 
imagination and the reward for excep- 
tional personal achievement have been 
lessened. An era of intensive unifica- 
tion and consolidation has supplanted a 
long period of extensive expansion. 
New forms of competition, such as the 
Panama Canal in its effect upon the 
transcontinental railroads, and_ the 
motor truck and the motor bus in the 
highly developed sections of the eastern 
and central states, must be met. The 
miles of railroad abandoned within the 
past few years have been greater than 
the miles of new lines constructed. 
With a few exceptions, the railroad 
facilities of the nation, at least with 
respect to miles of line, are reasonably 
adequate. Such additions and better- 
ments as have been made recently or 
are now in progress are designed to in- 
crease the capacity or to improve the 
eficiency of existing lines, terminals, 
and equipment. 

All of these factors have a bearing 
upon the problems of training the 
younger men in railroad service for 
managerial tasks of greater difficulty, 
and, of course, they have a bearing upon 
the appeal which railroad service holds 
out to the able and the ambitious. The 
indications are that a proportionately 
smaller number of men of that type are 
taking up railroad transportation as a 
life work and that the railroad execu- 
tives are not sufficiently conscious of the 
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real need of taking definite steps to 
bring up the average standard of capa- 
bility among the understudies for junior 
official positions. 

The genius of the outstanding rail. 
road executives of the past two genera- 
tions had its greatest play in the build. 
ing of new lines, the development of 
new territory, and the welding together 
of disconnected links into large sys. 
tems. There were many opportunities 
for the play of imagination, courage, 
and strategy in system building. From 
a combination of such opportunities and 
creative and administrative genius in 
the individual emerged such national 
transportation leaders as Hill and Har- 
riman, but for every outstanding suc- 
cess there were one or more outstand- 
ing failures. The achievements of these 
leaders, even though some were buried 
under the ruins of the unsound struc- 
tures they created, appealed to the im- 
agination of young men, and the field 
of transportation attracted and held the 
ambitious and able. 

Under current conditions, for the rea- 
sons already stated, there is less scope 
for individual initiative and less hope 
of large individual reward. Besides the 
narrowing of the fields in which expan- 
sion on a large scale is justified, the 
business of railroading has been «i- 
cumscribed by an increasing degree 0! 
restrictive regulation. Since 1887, when 
the original Act to Regulate Commerce 
was passed, the powers of the Federal 
Government to control both the broad 
administrative features and a large part 
of the detail of operation of the rail 
roads have been enlarged by successive 
amendments and additions to the laws. 
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Along with this tendency has gone cor- 
responding activity on the part of the 
‘dividual states. These regulating 
authorities now have practically com- 
plete control over rates and other 
charges as well as over many details of 


$s to service, and the rates of pay and the 
capa- rules governing the service of employees 
unior are prescribed by the United States 


Railroad Labor Board. Then, too, the 
growth in the extent and the power of 
the labor unions has so encroached upon 
the manager's former prerogatives that 
It of altogether the railroad executive of to- 
ether day has but a small part of the freedom 
sys in individual action possessed by his 
nities predecessor in the nineteenth century. 
rage, This is not meant as a criticism of 
‘rom regulation as such. It is both necessary 
5 and and desirable that an effective degree 
1S in of regulation of public service should 
ional prevail. If, as many railroad executives 
Har- believe, the railroads are overregu- 
suc lated, they themselves are responsible 
‘and- for the public demand that such corpo- 
these rations should be held under rigid con- 
aried trol. That demand grew out of the 
truc- resentment against former mismanage- 
> im ment, unreasonable discrimination, and 
held abuse of power. We need not here dis- 
1 the cuss the question as to whether, in fact, 
the degree of regulation has gone be- 
yond reasonable bounds. We may 
merely note that public policy toward 
railroads, as expressed by existing laws, 
has made the task of railroad manage- 
ment more difficult, and has a distinct 
bearing upon the attractiveness of rail- 
roading as a life work. 
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The fact is that the appeal hereto- 
fore made by railroads in enlisting the 
services of the highest type of young 
man has appreciably declined. One in- 
dication is seen in the smaller propor- 
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tion of college graduates who seek em- 
ployment with the carriers. In com- 
menting upon that phase of the subject 
in a recent address before the New 
York Railroad Club, Professor Win- 
throp M. Daniels, of Yale, made this 
statement: “I am not identifying the 
college men with the pick of the oncom- 
ing generation, though it is but fair to 
say that they constitute at least a due 
proportion of it. But if a cross-section 
were taken a generation ago and today 
of the annual recruits to the army of in- 
dustry, I am strongly of the opinion that 
the percentage of forceful and ambi- 
tious youngsters who enter railroading 
today is far less than it was 30 years 
ago.” 

The seriousness of the situation in its 
effect upon the future generation of rail- 
road officers is not generally appre- 
ciated by the railroad managers of to- 
day. Except in a comparatively small 
number of cases, the railroads have no 
definite policy of selecting, recruiting, 
and training desirable young men as the 
nucleus of a body of understudies for 
official positions. The typical railroad 
management pays little attention to the 
quality of the recruits who come in to 
take the lowest positions, and makes 
practically no effort to attract those men 
who took the time and incurred the ex- 
pense of obtaining education beyond 
that given in the grammar and high 
schools. 

In contrast with the apathy of rail- 
roads, many of the leading industrial 
companies follow a definite policy of re- 
cruiting a limited number of college and 
graduate-business-school men each year. 
Among such industries there is keen 
competition for the most promising of 
the graduating class. These business 
concerns cooperate with the universities 
in furnishing summer employment to 
students so that, on the one hand, the 
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students may be attracted to the in- 
dustry, and, on the other hand, the em- 
ploying officers may have opportunity 
to observe individual capability and en- 
courage the worth-while men to return 
for permanent employment after gradu- 
ation. Yet, in the case of railroads, the 
instances wherein such men are sought 
are so rare as to be notable; and, when 
college men who specialized in trans- 
portation, either as undergraduates or 
as graduate students, apply for railroad 
employment, they receive little encour- 
agement or recognition of the fact that, 
potentially, at least, that their mental 
training should make them especially 
desirable applicants. 

When, notwithstanding the unrecep- 
tive attitude of the employing officer, an 
ambitious graduate succeeds in getting 
on a railroad pay-roll, he finds that in 
most cases there is no definite plan un- 
der which the exceptional man is marked 
and encouraged. The traditional policy 
is that every man must go through a 
long grind of practical experience in 
detail. Rarely is recognition given to 
the fact that one who is mentally alert, 
trained to observe, and ambitious, needs 
much less training in detail than a man 
of average or mediocre mental attain- 
ments. The deadening effect of the 
seniority principle in the classified 
branches of the service—a principle 
which practically ignores exceptional 
merit or fitness for promotion—appears 
to have permeated also the official 
ranks, in that no appreciable effort is 
made to overcome the tendency of 
seniority to obscure differences in indiv- 
idual capacity. The young employee 
when entering one branch of the service 
is virtually in a water-tight compart- 
ment. He cannot transfer from one 
class of service to another class unless 
he forfeits his seniority standing in the 
first and enters the second as a new 
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employee. As a consequence, it is ey. 
ceedingly difficult for a young man to 
get a broad training and, except on 
relatively small number of railroads 
no effort is made to overcome that dif. 
culty by definite and systematic provi- 
sion for training. 

In staff work or in the general offices 
there is a greater chance of advance. 
ment, as the seniority principle in these 
services is not so rigidly adhered to, 
and the contact with the higher officers 
is closer. The trouble there, however, 
is that it is hard to break out of the 
staff into the more attractive line posi. 
tions from which, as a rule, the higher 
officers are selected. The typical staf 
officer is lacking in outside experience 
in operation and in that respect is at a 
disadvantage. A staff assistant does 
not often become a superintendent or a 
general superintendent, although occa- 
sionally he succeeds in breaking out on 
a higher official plane. 

With specific reference to college- 
trained men who enter railroad service 
with a determination to overcome the 
obstacles mentioned herein, a substan- 
tial proportion become discouraged and 
transfer to other fields wherein there 
is a more clearly defined policy of re- 
ward for exceptional effort, ability, and 
initiative. This high mortality among 
college men in the service has led rail- 
road employing officers to be skeptical 
about the staying powers of college men, 
and in a good many cases leads these 
officers deliberately to put the college 
recruit through what is virtually a haz- 
ing process to see whether he cannot be 
shaken out early in the game. 
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An analysis of the disinclination of 
the railroads to encourage the enlist: 
ment of broadly educated young men 



































indicates that the explanation lies in 
three general reasons. 

1. Experience has shown that a 
fairly substantial proportion of such 
men enter railroading because of a boy- 
ish fascination for the dynamic charac- 
ter of the work and that their enthu- 
siasm wanes before the probationary 
period has ended. With the lagging in- 
terest in the work comes a lack of pa- 
tience with routine, slow progress, and 
relatively low remuneration compared 
with that accorded to classmates who 
entered other lines of business. This 
group of impatient and dissatisfied men 
includes a number who have an exagger- 
ated idea of the value of college train- 
ing and who display a class conscious- 
ness which is offensive to their cowork- 
ers. Such men, although relatively very 
small in number, are more likely to be 
regarded by the railroad fraternity as 
typical, and they give ground for the 
commonly held notion that college men, 
as a class, have no staying powers, that 
they “know it all” from the start, and 
that they are insufferable in their atti- 
tude of personal superiority over the 
man without college associations. 

2. The number of broadly educated 
men in the minor supervisory positions 
in railroad service is relatively small. 
The conventional attitude of the line 
oficer who came up through the ranks 
is that the only knowledge worth while 
is that which is obtained in the school 
of experience. He emphasizes what is 
loosely termed the “practical” aspect, 
and has little patience with what is more 
loosely termed the “theoretical.” Such 
officers see little real advantage in the 
mental training which enables the 
broadly educated man the more quickly 
to grasp fundamentals and to place the 
proper value of detail. They are in- 
clined to give the prevailing weight to 
years of experience rather than to 
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mental capacity, and, as a consequence, 
the boy who began his railroad work 
at 16 and who has rolled up a “prac- 
tical” experience of 14 years at the 
age of 30 in competition with a college- 
trained man who began at 21 to 23— 
has a 2 to 1 differential over the broadly 
educated man, although it may be that 
the latter, with his greater mental alert- 
ness and keener sense of values, has 
absorbed all that is essential in practical 
routine and has fitted himself more ade- 
quately for the assumption of greater 
responsibility in his 7 to 9 years of prac- 
tical experience than his competitor 
whose 14 years of training have not 
been so intelligently applied. 

3- Related closely to the second 
reason is a sort of fatalistic attitude on 
the part of railroad officers toward the 
seniority rule. Before that principle 
was so firmly established, or even be- 
fore it was made so all-embracing by 
Director-General McAdoo during the 
period of war-time federal control, rail- 
road officers had free rein to pick and 
choose in the selection of the men best 
qualified for minor supervisory posi- 
tions. That latitude in selection has 
been seriously narrowed in the ranks 
below the official scale, and it is difficult 
to push along or to groom the promis- 
ing prospects for the first step on the 
ladder of official promotion. Because 
it is so difficult, the typical superinten- 
dent or head of a subdepartment is in- 
clined to throw up his hands and “let 
nature take its course.”” Even though 
he may recognize the desirability of en- 
listing a higher grade of young man, 
he is frank in warning the applicant 
that prior educational training will 
hardly lessen the period of probation, 
and that advancement will depend pri- 
marily upon seniority standing as va- 
cancies occur. To be sure, there are 
certain exceptions to the seniority rule. 
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The Labor Board permits the railroads 
to select at will for secretarial and other 
positions involving confidential or semi- 
confidential relations, such as the per- 
sonal staff of the supervising officers; 
but these positions numerically are 
small, and, unless the incumbent has al- 
ready had outside experience, he is 
handicapped by the fact that his ser- 
vice has been confined to staff duties— 
not an ideal training for promotion in 
the line. 

These three general reasons explain 
in part why the typical railroad is mak- 
ing no deliberate and systematic effort 
to draw broadly educated men into the 
service. Here and there are found 
notable exceptions in individual cases, 
but by and large the foregoing state- 
ments are correct. In the face of a 
situation which is becoming increasingly 
dificult from the view-point of executive 
management, the railroads generally are 
not making the effort which ought to be 
made to bring up the average caliber 
of the young man to be drawn upon in 
the immediate future for tasks which 
require an even greater degree of talent 
than is now demanded. 


Ill 


We do not agree with those railroad 
officers who hold that the reasons al- 
ready enumerated justify the apparent 
failure to recruit and to hold a reason- 
ably adequate number of university 
trained or otherwise broadly educated 
men. On the other hand, we can see 
the force of the reasons which induce 
such a man to shun transportation ser- 
vice. In the first place, there is the ini- 
tial embarrassment of seeking employ- 
ment where apparently he is not wanted. 
His fellows who select other fields of 
industrial activity are much more sym- 
pathetically received if they are not 
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actually proselyted. In the second place, 
if he is given railroad employment, he 
is up against the principle of seniority 
and other barriers erected by the labor 
unions to prevent the recognition of dif. 
ferences in individual capacity. These 
mean a long and tedious apprenticeship 
with no certainty of reasonable reward 
for exceptional ability and effort. In 
the third place, the financial remunera- 
tion, in comparison with that received 
by his classmates in other fields, is rela- 
tively low, at least during the prolonged 
period in minor capacities. One further 
factor, which need not be discussed 
here, is the possibility of eventual na- 
tionalization of the railroads. That 
possibility, however, now appears to be 
farther away than it was a year or two 
ago. 

Something should be done to bring 
the railroad executive, individually and 
collectively, to a realization of the ur- 
gent necessity of appealing to the high- 
est type of young men as recruits for the 
service. Railroading in itself is a fas- 
cinating type of work. The fact that 
a substantial number of broadly edu- 
cated, ambitious young men go into it 
in spite of the drawbacks already men- 
tioned is proof of the fact that, if some 
of the drawbacks were removed or 
ameliorated, the railroads could have 
their pick of the rising generation. 


IV 


The writer has from time to time, 
in conversations with railroad officers 
suggested a plan’ which should aid in 
providing broadly competent under- 
studies for positions of responsibility n 
railroad service by attracting and hold: 
ing more young men of the desirable 
type. That plan is herein set forth n 


1 Also described briefly in American Railroads, 
1923, by present writer. 
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detail. For want of a better name it may 
be called a cadet system. The essential 
elements in the plan are: 

1. The selection of a corps of young 
men for special training as material for 
junior officials; e 

2, The corps to be divided equally 
into two groups: one selected from 
young men already in the service, and 
one recruited from the universities and 
technical schools ; 

3. A systematic program under 
which each man would be given prac- 
tical experience in several branches of 
the service ; 

4. Adequate supervision over the 
work of the cadets, educational guid- 
ance by a man broadly qualified for the 
task, periodical tests to determine ca- 
pacity and progress, rigid adherence to 
high standards of performance and 
promise, and early elimination of those 
who do not keep up with such standards; 

5. A promise, but not necessarily a 
guaranty, of permanent employment at 
the end of the training period, with the 
understanding that ordinarily the grad- 
uate cadets will be on a preferred stand- 
ing in the selection of junior officials; 

6. Assignment of graduate cadets as 
staff assistants to executive, district, or 
divisional officers for studies or other 
special or regular work until suitable 
openings occur in the ranks of junior 
officials ; 

7. The cost to be regarded frankly 
as an addition to operating expenses for 
the purpose of training official under- 
studies. 

In any plan of this kind it would be 
unfortunate if the candidates were re- 
stricted to college graduates. Such a 
policy would antagonize the employees 
as a body, and would be resisted by the 
majority of officials. Within the ranks 
of any railroad there are many young 
men of great natural ability; men who 
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were unable to go to college, but who 
have educated themselves in other ways 
and who have even greater known 
promise than the untried college grad- 
uate. Such men should be discovered 
and encouraged, and should be eligible 
for the cadet corps. The number of 
cadets to be appointed each year should 
be based on a major fraction of the 
normal rate of turnover per year among 
junior officials. One-half of the corps 
should be selected on some sort of com- 
petitive basis from men nominated by 
department heads from candidates in 
the service. The other half should be 
selected from the graduating classes of 
universities. In that group, preference 
should be given to graduates who spec- 
ialized in transportation or in civil or 
mechanical engineering, and it would be 
advisable also to go first to the univer- 
sities or technical schools local to the 
railroad. This plan of dividing the 
corps equally between the younger em- 
ployees, who had already shown ability 
and promise, and college-trained men 
would eliminate the criticism of class 
distinction, and, by encouraging healthy 
rivalry between the two groups, would 
bring out the best qualities in each 
group. Each would learn from the 
other and improve by the contact. 

It is hardly necessary to say that an 
undertaking of such importance would 
require intelligent supervision. The 
administration of the plan should be 
placed in charge of a man of special 
qualifications. He should be well in- 
formed in the broad aspects of railroad 
work, and should have a knowledge of 
detail in one or more departments. He 
should also have the attributes of a 
teacher. Obviously, he should under- 
stand young men and hold a sympathetic 
view toward the aspirations of youth. 
With these qualities should go the 
ability to maintain strict discipline. 
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The director’s first task would be to 
formulate a program which would pro- 
vide the desirable training, to deter- 
mine the departments which should be 
embraced, and to decide upon the 
length of the period of training. In 
these matters there is likely to be a 
diversity of opinion. It might be wise 
to confine the training in the beginning 
to the operating, traffic, and accounting 
departments. By far the largest num- 
ber of men would be required for the 
operating department, including main- 
tenance of way and maintenance of 
equipment. The period of training for 
that major department might be made 
longer than for traffic and accounting, 
but the practical experience for one de- 
partment should not be confined solely 
to that department. For example, the 
young man who is looking forward to 
permanent employment in the operating 
department should be given an oppor- 
tunity to familiarize himself in the 
principles and some of the detail of 
accounting; a man who is in training for 
the accounting department should have 
a chance to visualize, at close range, the 
details of operation, maintenance, and 
traffic; and he who is destined to the 
trafic department should be made 
familiar with station, yard, and train 
operation. 

Conceivably a training period of four 
years for operating-department cadets 
might be justified. Just how much time 
should be spent in each branch of the 
service, such as stations, yards, trains, 
engine-houses, shops, storehouses, track, 
structures, signals, office work, and se- 
lected features of accounting or other 
departments outside of operation, 
would be a matter of detail. The ex- 
perience of the Pennsylvania, Southern 
Pacific, and other railroads which now 
have or have had training courses, may 
be drawn upon, but it would be wise to 
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give enough time to each subject so that 
the student would gain much more than 
a mere smattering of detail. 

It would be the duty of the director 
to make sure that the young man would 
be getting the training and knowledge 
that the plan is intended to provide. 
To that end there should be a system 
of reports from those directly in charge 
of the cadets, and the director should 
conduct periodical examinations as well 
as require occasional written work 
which would indicate the cadet’s powers 
of observation and the soundness of his 
judgment. High standards should be 
set for examinations and other written 
work, and the cadet who shows weak- 
ness in any essential respect should be 
dropped. It should be understood that 
the membership in the corps would re- 
quire the continuous attainment of dis- 
tinctly good grades in all tests and con- 
tinuously favorable reports from the 
line officers under whom they would re- 
ceive their service training. There 
should be a frank understanding with 
the cadets that there would likely be 
some elimination before the final year 
of training, and that only those who 
were fit would survive. 

On appointment to the corps, the 
cadet should be told that, if he survives 
the rigors of the full period and is 
graduated from the course, he may hope 
to be numbered among those from 
whom selections are to be made when 
a vacancy occurs in a minor official pos'- 
tion, and that, after appointment to such 
a position, his future progress would 
depend solely upon his ability and other 
qualities as the higher positions become 
vacant. Without making a definite 
commitment, he should be told that, if 
there is no vacancy for which he could 
qualify after graduation, he would be 
continued in service, with the salary 
of a graduate cadet, as a staff assistant 
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to some Officer in his department, and 
assigned to such special or regular work 
as might be available. From personal 
experience the writer knows that nearly 
every line officer could use one or more 
men to advantage in special investiga- 
tions which the regularly employed 
force cannot find time to make. While 
it might appear to be a needless addi- 
tion to pay-roll expense if any consider- 
able number of graduate cadets were 
carried indefinitely while waiting for 
permanent openings, there need be no 
actual loss. In fact, the typical railroad 
is underoficered. The officers are given 
more to do than they can do well, and 
they are expected to supervise more 
activities than is possible physically for 
them to cover. The temporary assign- 
ment to his staff of one or more young 
men of special training, should enable 
such an officer to go into matters 
crowded out by other things of more 
immediate importance, and the value 
of such assistance should be much 
greater than the cost. Besides, the 
cadet would be getting additional train- 
ing which should qualify him the better 
for the official position to which he 
aspires. 

A plan of this kind should not be 
adopted without a frank recognition of 
the fact that it would mean substantial 
additional expense. The cadets, while 
working in the several branches of the 
service, should not take the place of 
those regularly employed. No attempt 
should be made to locate such men in 
permanently authorized pay-roll posi- 
tions and thus provide the training 
without additional cost. Such a method 
would antagonize the labor unions and 
might jeopardize the success of the plan. 
The added expense should be accepted 
as the price of systematic training of 
luture officials, with the belief that the 
Present investment in an educational 
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policy eventually will yield a high rate 
of return. 

The cadets should be paid a reason- 
able salary. In view of the value of the 
training and their preferred status 
throughout, and subsequent to, their 
period of apprenticeship, they should 
be willing to accept a rate slightly less 
than might go with regular employment 
and normal advancement in four years. 
Yet the rates should not be set so low 
as to deter the candidacy of men who 
have already been promoted in service 
to positions which carry salaries well 
above the average. The minimum for 
the first year should not be less than 
$1,500, plus special allowances for un- 
usual expenses, and that rate might be 
advanced each year at the rate of $200, 
with a graduate rating of $2,400. The 
salary of the director should be suff- 
cient to attract a qualified man of the 
right type. He should devote himself 
entirely to the supervision and training 
of the cadets, and he should be fur- 
nished with sufficient office assistance so 
that he might spend a substantial part 
of his time in personal contact with his 
men in the field. 

While it should be understood that 
a cadet who would complete the course 
satisfactorily, and whose development 
during the training justified his selection 
for the corps, would be in a preferred 
class from which junior officials would 
be taken, it would not be wise to recruit 
all such officials from the ranks of grad- 
uate cadets. The door should not be 
closed against those who would be too 
far advanced in rank or were too old 
to be candidates for the employee 
quota for the cadet corps but who, 
under current practice, stood some 
chance of breaking out of the ranks 
into the official circle. Among these 
would be dispatchers, yardmasters and 
assistant yardmasters, engine-house 
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foremen, agents, chief clerks, secre- 
taries, and others who in military or- 
ganizations would be classified as non- 
commissioned officers. These men have 
already shown capacity. They aspire 
to commissions. They should be given 
consideration. Here, as in the propor- 
tion of college and non-college men in 
the cadet corps, the fifty-fifty principle 
might be adopted—one graduate cadet 
to be appointed to an official position 
for each man promoted from the ser- 
vice to such a position. A strict adher- 
ence to a percentage basis would, of 
course, be impracticable, but the broad 
principle should be followed so that on 
the one hand the promise in the plan 
for creating a nucleus of specially 
trained understudies might be realized, 
and, on the other hand, the adoption 
of such a plan would not react unfa- 
vorably upon the rank and file. Such 
a balance would be particularly neces- 
sary during the first 10 years or more 
after the adoption of the cadet plan. 
In February, 1925, on 236,668 miles 
of Class 1 railroads in the United 
States, there were 7,345 executives, gen- 
eral officers, and staff assistants, and 
9,137 division officers, assistants, and 
staff assistants—a total of 16,482, or 
nearly 7 officers for every 100 miles of 
road. On a single system of 5,000 
miles the average number of such off- 
cers would be approximately 350. The 
average period of service of each officer 
in each official position is not known, 
but if, as a crude guess, it were taken 
as 10 years, there would be 35 changes 
each year. Presumably the greater part 
of the vacancies would be filled by pro- 
motion. If the vacancy were in the 
head of a department, it might mean 
that a large number of officials would 
progress one step upward and the 
vacancy in the lowest rank would be 
filled by the selection of a young man 
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from the ranks. In the case of a 5,000. 
mile road it might be that 15 or more 
minor officials would be so selected each 
year. Not all of these would be ip 
departments where a cadet system 
would be justified, but if we assume that 
12 would be in the operating, traffic 
and accounting departments, and that 
provision should be made for graduate 
cadets eligible for at least one-half of 
such vacancies, including a liberal al. 
lowance for “casualties” during the 
training period, the number of first-year 
cadets might be set at 10. If the train. 
ing period were set at 4 years, the total 
maximum number in the corps 4 years 
after the adoption of the plan would 
be 40, but the actual number, because 
of resignations and eliminations, would 
probably be from 30 to 35. The train- 
ing of a group of that number, includ- 
ing the director and his staff, might cost 
from $75,000 to $85,000 a year. That 
may appear to be a substantial sum to 
risk in such an experiment, but when 
it is compared with $100,000,000, the 
average total operating expenses of a 
5,000-mile railroad, it would be found 
to be less than 1/10 of 1%. 
If, as the writer believes, the result 
of such a plan would be to improve the 
personnel of the official staff by attract- 
ing and holding more men of high 
grade, such a relatively slight increase 
in supervisory expense would quickly be 
overcome by added efficiency in manage: 
ment and a much greater reduction in 
total expenses. From the public view- 
point it should be welcomed, as in what: 
ever degree the average ability and in- 
telligence of railroad officers are im 
proved there should be a correspond- 
ing improvement in the quality of public 
service. 
In the references, early in this article, 
to the restrictions upon initiative and 
individuality and the relatively low 
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salaries and other drawbacks in rail- 
road work, it was not the intention to 
place such emphasis upon these lis- 
couraging factors as to overshadow 
completely the compensations in that 
vocation. It is true that in comparison 
with an earlier period, when railroad 
oficers had too much power and exer- 
cised it at times with injustice to the 
public, to employees, and to security- 
holders, there has been a_ profound 
change. The former excess of freedom 
in individual action and the exercise of 
power has been transformed into a high 
degree of restriction under public regu- 
lation. “Yet because the iob is harder, 
and because it is not as easy to make a 
spectacular showing in results, railroad 
service still has attractions for those 
who delight in tackling the difficult 
task. It still has a greater fascination 
than most lines of industrial or com- 
mercial work. It is a form of public 
service in which there is satisfaction in 
work well done or in difficulties sur- 
mounted. While as salaries go, the rail- 
roads do not offer as substantial induce- 
ments as industry and commerce, yet 
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transportation work will continue to 
appeal to many who put the love of the 
job ahead of the pay envelope. Not- 
withstanding the clause in the Trans- 
portation Act which takes away from 
the individual companies one-half of 
the earned net income in excess of the 
statutory rate of return for the car- 
riers as a whole, and notwithstanding 
the possibilities of further dilution of 
income by the absorption, under public 
pressure, of roads of low earning power, 
there still remains a reward for eff- 
ciency in management. The field for 
extensive achievement has been fairly 
well tilled, but there are still many op- 
portunities, in the present state of the 
art of railroad management, for inten- 
sive railroad progress in operating 
economies, in traffic development, in uni- 
fication of facilities, or in improving 
relations with labor, which offer sufi- 
cient reward in personal satisfaction 
and in corporate income to justify the 
highest order of intelligent effort.’ 





2 American Railroads, 1923, by present writer, 
p. 283. 
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INVES1 MENTS OF 
BANKS AND INSURANCE COMPANIES 


By F. ERNEST RICHTER ann ALEXANDER STANDISH 


A THE end of 1924 the banks 


and insurance companies of the 

United States probably held se- 
curities, other than real estate mort- 
gages, valued on their books at more 
than $20,000,000,000. This represented 
an increase since the end of the war of 
not far from $6,000,000,000, or some- 
thing like 40%. These _ institutions 
taken altogether probably own between 
15% and 20% of all securities out- 
standing in the United States, though 
this can at best be only an approxi- 
mation. In the last three years, the 
security holdings of these institutions 
apparently increased faster, relatively, 
than did the total of securities out- 
standing in this country. 

It is the purpose of this study to 
analyze the security investments of 
banks and insurance companies and, so 
far as the statistics permit, to trace the 
changes over the period since 1919, in 
order to see what investment policies 
have been pursued and to indicate in a 
general way how economic and financial 
conditions have affected these policies. 
The study is of elementary character, 
laying no more than the groundwork for 
more intensive or extensive studies that 
might be made even with the available 
statistics, to say nothing of what might 
be done if more complete statistics were 
available. 


Total Institutional Investments 
In what follows, the terms “secur- 


ities” and “investments” are used syn- 
onymously and in the sense of bonds and 


stocks only, and for purposes of brevity 
bonds” include short-term funded debt, 
namely, notes as well as what are 
strictly bonds, just as “stocks” include 
such miscellaneous items as stock war. 
rants, certificates for deposit of stocks, 
and so on. Chart I represents all the 
securities owned by banks and insurance 
companies, by years, since 1918. In- 
vestments of banks are as of June 30 
(or thereabouts) each year as reported 
to and by the Comptroller of the Cur. 
rency. Those of the insurance com- 
panies are as of December 31, and 
therefore the statistics, the only ones 
available, are not precisely comparable 
as between banks and insurance com- 
panies. Furthermore, the bases upon 
which the investments of the institutions 
under review are valued and carried on 
the books differ to some extent, and 
this, too, affects, though only in a minor 
degree, the comparability of the figures.’ 
The general picture presented by the 
chart, in spite of the qualifications, is a 
valid one. Figures for insurance com- 
panies for 1924 were, unfortunately, 
not available at the time this article was 
written. 

In 1923 approximately 46% of the 
total of nearly $19,000,000,000 ol! 
security holdings represented on the 
chart was in the possession of the large 
group of 21,937 banks called “general 
banks; in other words, of institutions 
other than national banks included io 
the reports of the Comptroller of the 





1 The life-insurance figures on Chart I are taken 
from The Insurance Year-Book, 1924-1925: Lift 
Insurance, issued by The Spectator Company. 
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Currency. Probably the percentage was 
fittle diferent in 1924. This group of 
hanks includes state banks, loan and 
trust companies, mutual savings banks, 
stock savings banks, and reporting pri- 
vate banks. In the 6 years from the 
middle of 1918 to the middle of 1924, 
these institutions increased their se- 
curity holdings from $5,800,000,000 
to $9,100,000,000, an increase of 
$3,300,000,000, or about 57%. The 
aggregate holdings of these banks are 
subject to much smaller fluctuations 
ll the from year to year than are those of the 
rance national banks. This is especially true, 

In of course, of savings banks, but it is 
he 30 also true of the other non-national 
orted banks as a whole. As a group, national 
 Cur- banks have been the purest type of 
com commercial bank in this country, and the 
, and volume and character of their business 
ones and, as a result, of their investments, 
arable have been much more subject to the 
com- vagaries of the business cycle than have 
upon those of the other groups of banks. 
utions Furthermore, a much larger proportion 
ied on of the resources of the state-chartered 
q and institutions is represented by country 
minor banks than is the case with the national 
yures.! banks, and country banks tend at all 
oy the times to put a larger and less fluctuating 
$, 18 a proportion of their funds into invest- 
> COM ments than do state banks. Further- 
rately, more, savings departments and time 
le was deposits have been developed to a far 
greater extent in the case of state banks 
and trust companies than in the case of 
national banks, and this, apart from the 
geographical location of the institu- 
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owned by the institutions represented on 
the chart, and at the end of 1924 
(though hardly in the middle of 1924) 
about the same percentage. Investments 
of national banks in the middle of 1918 
amounted to $3,900,000,000, and by 
the middle of 1924 had grown to 
$5,142,000,000, an increase of some- 
thing over 30%, a much smaller rate of 
increase than in the case of the non- 
national banks. Investments of national 
banks decreased in each of the years 
ending June 30, 1920, and June 30, 
1921, in spite of the large volumes of 
securities issued in those years. This 
was due almost entirely to the disposal 
of big blocks of United States Govern- 
ment obligations, to secure funds for 
the accommodation of borrowers and 
also to lessen the necessity for borrow- 
ing from Federal Reserve banks at 6% 
or 7% to carry United States Govern- 
ment obligations which had _ been 
bought in large part during or right 
after the war and which, at cost, were 
yielding much less than these figures. 
The life insurance companies, in 1923, 
held about 20% of the securities shown 
on the chart, and in 1924 probably a 
somewhat larger proportion. The hold- 
ings of all life insurance companies, as 
shown on Chart I, increased from 
$3,036,000,000 at the end of 1918 to 
$3,840,000,000 at the end of 1923, and 
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probably as much as $4,000,000,000, or 
more, at the end of 1924, an increase in 
6 years of more than 30%. 

The investments of fire and marine 
insurance companies represent only 
about 7% of the total on the chart. 
Foreign fire and marine companies 
operating in the United States and in- 
vesting mainly in American securities 
have been included in this group. 
Nothing further will be said in this 
article about these companies, since 
they represent so small a part of the 
whole group of institutions. The char- 
acter of fire and marine risks, being 
much less predictable than life risks, 
compels companies in this field to keep 
their assets in a more liquid form than 
is necessary for life insurance com- 
panies, and their funds go predomi- 
nantly into bonds and stocks rather 
than into real estate or real estate mort- 
gages. In some years, as much as 25% 
of the total investments of these com- 
panies are in stocks, whereas the invest- 
ments of life insurance companies in 
stocks are quite negligible. 


Analyses of Investments 
There is available through the re- 
ports of the Comptroller of the Cur- 


rency a more complete record of the 
investment holdings of national banks 
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than of any other group of financial 
institutions. Chart II shows for each 
date of report to the Comptroller, from 
the beginning of 1918 through 1924 
the volume of investments of national 
banks divided into only two classes, 
holdings of United States Government 
obligations, and holdings of other se. 
curities. Up through the floating of 
the Victory Loan in May, 1919, the 
needs of the Federal Government, of 
course, dominated the investment situa. 
tion. From then on, as the chart shows 
very clearly, so far as the national 
banks used their investments to ac. 
commodate their position to the vari- 
ous phases of the business cycle, this 
accommodation primarily took the 
form of purchases and sales of United 
States Government securities. Hold. 
ings of other securities tended to in- 
crease throughout the seven years at a 
fairly even rate, except during the last 
six months of 1924, when the remark- 
ably easy money conditions of that 
period led to relatively enormous pur- 
chases of miscellaneous securities by 
the national banks. 

On Chart II have been plotted also 
the figures for the security holdings of 
member banks of the Federal Reserve 
System, other than national banks, as 
of the dates of reporting to the Federal 
Reserve Board. These latter reports 
have, in general, been asked for only 
three or four times a year, and, there- 
fore, the picture is not entirely com- 
parable with that of the national banks. 
Even so, it is clear that the broad 
swings of purchases and sales of United 
States Government securities by these 
non-national member banks have bees 
similar in their timing, though not In 
their amplitude, to those shown by the 
national banks; and it is clear that with 
these institutions, too, the accommoda- 
tions of the investment portfolio to the 
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business cycle have come primarily 
through the purchases and sales of fed- 
eral obligations. At the same time it 
‘s clear from the chart that, except for 
brief period in 1919, the holdings by 
the non-national member banks of fed- 
eral securities have been much less im- 
portant in volume than their holdings 
of other securities. 

Chart III shows for June 30 (or 
thereabouts) of the years 1918 to 
1924, inclusive, the holdings by na- 
tional banks of different types of se- 
curities and also the percentage distri- 
bution of all earning assets of all na- 
tional banks. This chart once more 
emphasizes the predominance of invest- 
ments in the obligations of the Federal 
Government and brings out the rela- 
tively small volume of investments in 
railroad bonds, the largest group of 
bonds outstanding in this country in the 
hands of the public, other than those of 
the Federal Government. As the chart 
indicates, security investments consti- 
tute about 30% of the earning assets 
of national banks, and, year by year, 
since 1920, this proportion has tended 
to increase, although the upper half of 
the chart shows that from June 30, 
1920, to June 30, 1921, there was an 
absolute decrease in the investment 
holdings reported by the national banks. 

In this connection Chart IV, which 
goes somewhat outside the scope of the 
rest of this article, is not without inter- 
est. This chart compares, for most of 
the period since the resumption of specie 
payments after the Civil War, a cer- 
tain trend in national-bank investments 
with the trend in yields on very high- 
grade railroad bonds. The banking 
trend which the chart shows is the devi- 
ation from computed normal (based on 
a straight-line trend fitted to the period 
(881 to 1913, inclusive) of the per- 
centage of total resources of all na- 
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tional banks invested in securities other 
than United States Government obliga- 
tions. The points are based on a sin- 
gle date each year, around June 30, or 
as soon thereafter as possible. The 
bond-yield figures are annual averages 
based on W. C. Mitchell’s computation 
of average yields on 10 high-grade rail- 
road bonds, as given in his Business 
Cycles and continued by the Harvard 
Economic Service. From the long-run 
point of view, the investments of na- 
tional banks in securities of the Fed- 
eral Government have reflected not so 
much banking investment policy as fed- 
eral financial history. The course of 
national-bank investments in other se- 
curities, however, is another matter, 
and it is this which forms the basis for 
the chart. It is curious to observe the 
long cycles of the curve of these na- 
tional-bank investments, related to total 
resources. The curve moves downward 
from the beginning of the chart to 
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upward movement culminating in 1903. 
Then begins another downward move- 
ment which culminates in 1920, fol- 
lowed by an upward movement through 
1924. The peak of the Mitchell bond 
curve in 1891 corresponds with the low 
point of the banking curve, and the 
downward trend of the Mitchell curve 
through 1902 is synchronous with the 
upward trend of the other curve. The 
low point of the Mitchell curve in 1902 
almost exactly corresponds with the 
high point of the other curve in 1903, 
and the trends for the two curves are 
in opposite directions once more 
through 1920, when one reaches its 
peak while the other reaches its trough, 
and then both curves again move in op- 
posite directions for the next 4 years. 
Not only do the trends closely corre- 
spond negatively, but, frequently, year- 
by-year movements are in opposite di- 
rections, though this is by no means uni- 
versally the case. In only 2 of the 16 
years since 1908, however, have the 2 
curves failed to move in opposite di- 
rections. 

It would be easy to read into this 
chart a greater significance than per- 
haps it has, and it would be easy to give 
some facile interpretation of the move- 
ments of the curves. It is not preposed 
to do either of these things at this time, 
but to submit the chart as at least an 
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interesting sidelight on the relationship 
of banking investments to cycles ang 
trend of bond yields. 
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When we turn to the non-nation me | ° 3 
banks, we do not find statistics ayajl we 
able which, year by year, permit us Mi : 
make comparative analyses of types of vt 
security holdings by the various classe 
of banks. The Comptroller of the nr 
Currency secures his data from the sey. rms 
eral state banking commissioners, and ea 
the forms in which these are trans. _— 
mitted vary between the different states, aye 
Chart V represents about all that can ne 
be done in the way of analysis of in. nies 
vestments of non-national banks as a ers 
group, of the statistical validity of hele. 
which one can be reasonably certain. It The 
will be seen that there is a steady in- MMR ots 1 
crease in the total volume of invest- MM (1 ;. 
ments, year by year, as against theM «4 
fluctuating total shown for the national ty. 
banks. The percentage distribution of 
security investments and other earning@ port. 
assets, shown in the lower half of the 
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chart, indicates that the relative pro- 
portions of these two groups of earn- 
ing assets do not greatly differ from the 
relative proportions of the same groups 
for the national banks, as shown on 
Chart II]. In view of the heteroge- 
neous character of the 20,000 or so 
institutions represented on this chart, 
ranging from mutual savings banks to 
the large-city state banks and trust com- 
panies, this is rather surprising. It is 
interesting, also, to note that the di- 
rections of the fluctuations of the pro- 
portion of security investments to total 
earning assets are the same in most of 
the 6 years as in the case of the national 
banks. 

The proportions of total earning as- 
sets represented by security investments 
(which, it will be remembered, do not 
include real estate mortgages), for the 
mutual savings banks and for all other 
non-national banks represented on the 
chart, are as follows: 


TasLe I. Proportion oF TotraL EARNING 
Assets REPRESENTED BY SECURITY 
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"Doubtless the increasing importance of real estate 
loans largely accounts for the decline in this ratio, 
especially since 1921. 


Finally, we come to the life insur- 
ance companies, and the analysis of the 
investments of companies whose assets 
have amounted, on the average, to more 
than 90% of the assets of the 
companies represented on Chart I is 
Presented on Chart VI, for December 
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31 of the years 1919 to 1923, inclusive.” 
The classification of the securities is 
somewhat different from that of the in- 
vestments of the national banks, a 
classification similar to that for the na- 
tional banks not being available. The 
upper half of the chart reveals a rather 
steady increase, year by year, in total 
security holdings, with railroad bonds 
and stocks (which means almost en- 
tirely railroad bonds) constituting more 
than 50% of total security holdings. 
United States Government obligations 
have constituted, on the average, 
slightly less than 25% of total invest- 
ments. The lower half of the chart 
shows that a growing percentage of 
earning assets during the 4 years was 
in the form of real estate mortgages. 
In 1919 not much over 30% was so 
invested; in 1923 the proportion was 





*These figures have been obtained from the 
office of the Association of Life Insurance Presi- 
dents and are used by the courtesy of that office. 
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nearly 40%; and at the end of 1924 it 
may well have been above 40%. More 
than 10% of earning assets through- 
out the period has been in the form of 
policy loans and, to a very minor ex- 
tent, other collateral loans. The pro- 
portion of earning assets invested in se- 
curities has declined as the proportion 
of the mortgages has increased, and 
this decline has primarily taken the 
form of proportionately smaller invest- 
ments in railroad securities and in ob- 
ligations of the United States Govern- 
ment. The basis of federal taxation 
gives the insurance companies no bene- 
fits whatever from investing in tax- 
exempt bonds, but the insurance com- 
panies have increased slightly their 
holdings of state and municipal issues, 
though the relative proportion of the 
holdings of these issues has remained 
practically constant. There has been 
both an absolute and a relative increase 
in the holdings of “other bonds and 
stocks,’ which are doubtless primarily 
public utility securities. The 18 months 
that have elapsed since the end of 1923 
have apparently witnessed further sub- 
stantial purchases of public utility se- 
curities by the life insurance companies. 


Importance of Institutional Investments 


The foregoing has related security 
holdings of various types to total se- 
curity holdings or total earning assets 
of the institutions concerned. There 
is another side of the picture, the rela- 
tion of institutional security holdings to 
total securities of different types out- 
standing. It is quite impossible to se- 
cure or compute percentages on whose 
accuracy much reliance can be placed. 
This is not only because classified totals 
in similar categories for the various 
types of institutions cannot be had, but 
because for none of the institutional 
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groups are sufficient details available 
and also because the institutional fig. 
ures give book values, not par values 
Furthermore, of course, one can, 3 
best, only estimate the total volume oj 
securities outstanding in the hands of 
the public in the United States. 

The total book value of all security 
holdings of the institutions involved jn 
this study probably aggregated at the 
end of 1924 something over $20,000, 
000,000. The volume, Statistics of In. 
come, issued by the United States 
Treasury Department, covering the cal- 
endar year 1922 or the fiscal year end- 
ing June 30, 1923, indicates that on the 
latter date the bond and stock capitali- 
zation of corporations which made 
capital stock tax returns as of that date 
totaled more than $100,000,000,000. 
(The figures given do not amount to 
more than $100,000,000,000, but obvi- 
ously some adjustments are necessary.) 
Add to this the securities of domestic 
governmental units (federal, state, and 
minor units), and those of foreign 
debtors, governmental or corporate, 
and the securities issued between June 
30, 1923, and December 31, 1924, and 
we may come to the conclusion that the 
securities outstanding in the hands of 
the public (always excluding real estate 
mortgages in the usual sense of the 
word) at the end of 1924 amounted to 
something like $140,000,000,000 oF 
more.* Of this total, the institutions 
owned about 15% and perhaps more, 
on the assumption that their holdings 
represented somewhat greater par 
values than book values. It can be seen 
that this must be pretty rough guess 
work. 





° This, of course, includes intercorporate hold- 
ings, which it is impossible to eliminate, 04 
which logic does not require the elimination of, 4%) 
more than we need to eliminate governmental 
bonds held by corporations. 
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Guessing must be still rougher in the 
case of the classes of securities. Tak- 
ing first the division between bonds 
and stocks, we are met by the circum- 
stance that most of the institutions 
either may not by law, or choose not 
to, invest, or at any rate to increase 
investments, in stocks. Corporate 
stocks probably amount to more than 
half of all securities outstanding in the 
United States, but these banks and in- 
surance companies, 30,000 institutions 
in all, with total assets of around $60,- 
900,000,000, probably held little, if 
any, more than 1% of all corporate 
stock outstanding. It follows from this 
that they held about 30% of all bonds 
outstanding. How were these bond in- 
vestments divided as between the prin- 
cipal types of bonds? 

In view of the entirely different in- 
vestment policies of the various types 
of institutions represented in this study, 
the national banks putting about half 
of their investment funds into bonds of 
the United States Government, the in- 
surance companies having about half 
of their security holdings in the form 
of railroad obligations, the savings 
banks, because of legal regulations, 
largely limited to “governments,” high- 
grade railroad bonds, and high-grade 
municipals, and the city and country 
commercial banks having quite differ- 
ent investment policies, it would not 
be surprising to find quite different per- 
centages of the various sorts of bonds 
held by the institutions as a whole. 
The differences are not so great as 
inight be expected. Always confessing 
that our figures must be rough because 
of the lacunae in the data, we may come 
to the conclusion that the institutional 
holdings of bonds vary between about 
20% and about 35% of the bonds out- 
standing in the respective groups. 

The net interest-bearing debt of the 
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United States Government at the end 
of 1924 was, in round numbers, $20,- 
700,000,000. The institutions under 
review we know held fully $6,000,000,- 
000 worth of federal obligations, and 
probably held not more than $7,000,- 
000,000 worth, which means that their 
holdings amounted to between 30% 
and 35% of all federal obligations out- 
standing. 

Holdings of railroad obligations 
form the next largest block of securi- 
ties in the possession of the banks and 
insurance companies. The total funded 
debt of the railroads of the United 
States outstanding at the end of 1924 
(including intercorporate holdings) 
was in the neighborhood of $12,500,- 
000,000. The institutional holdings 
were not less than $4,000,000,000 and 
probably not over $4,500,000,000. 
Again we get a figure of about 35%, 
tending perhaps to be as much over 
35% as the figure for holdings of fed- 
eral obligations is under 35%. 

In the case of the public utilities, in 
spite of the disabilities under which 
they have labored as institutional in- 
vestments, chiefly from legislation 
rather than from quality, and in spite 
of the prestige of railroad bond issues, 
it is probable that holdings of public 
utility bonds by these institutions at 
the end of 1924 amounted to something 
in the neighborhood of $2,000,000,- 
ooo or more. These holdings repre- 
sented about 25% and perhaps as much 
as 30% of all public utility bonds out- 
standing at that time, and we have seen 
that institutions are tending to increase 
the proportion of their funds invested 
in public utility securities, while de- 
creasing the proportion of funds in- 
vested in some other type of securities. 

At the end of 1924, the net debt of 
governmental units of the United 
States, other than those of the Federal 
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Government, was something in excess 
of $10,000,000,000. Whether much 
more than 20% of this total, or some- 
thing over $2,000,000,000, of these 
bonds were held by the institutions, it 
is impossible to say. When we come to 
the question of the proportionate hold- 
ings of bonds of foreign governments 
or foreign corporations floated in this 
country, or of domestic industrial and 
miscellaneous bonds, we must be quite 
at a loss to name any figure which can 
be vouchsafed for. Probably for all 
these bonds together, the proportion 
held by the institutions is somewhere 
between two-ninths and 30%. This 
large margin of possible error is the 
best that can be done in the way of 
approximation to the actual situation. 

Even with these estimates as rough 
as some of them are, it is at least evi- 
dent from what has just been written 
that the banks and insurance companies 
of the United States are large factors 
in every field of bond investment, from 
obligations of the United States to 
issues of industrial corporations, and 
that the differences in the importance 
of institutional investment in the vari- 
ous types of bonds are not as important 
as one might perhaps expect, in view 
of the legal regulations, the taxation 
factors, and the other influences ex- 
traneous to the questions of quality, 
marketability, and yield of the securi- 
ties. There is no way of proving it, 
but it seems probable that there is not, 
relatively speaking, a great amount of 
switching of securities from one group 
to another or of switching in and out 
of types of securities, except for the 
obligations of the United States Gov- 
ernment. Individual issues may be 
traded in and out, but, on the whole, 
over a period of a few years at any 
rate, there is apparently not much 
change in apportionment of funds be- 


tween the different fields of security 
investments. This leads to the final con. 
sideration, namely, the question of the 
influence of business cycles, and of 
longer-time trends, on institutional jp. 
vestment. 


Trends and Cycles of Investments 


_ In the first paragraph of this study, 
it was stated that in the 6 years pre. 
ceding the close of 1924 the security 
holdings of our banks and insurance 
companies had increased by about 40%, 
This represents a very substantial up. 
ward trend. In a country with the 
wealth, income, and saving capacity of 
the United States, such a trend is to be 
expected. In the same period, the total 
earning assets of the same institutions 
increased by about 50%. The period 
covered by this study is so exceptional 
in many ways that it is difficult to draw 
any deductions, relating to the period, 
that one could be sure would hold for 
the immediate, not to say more distant, 
future. The violent fluctuations in the 
value of the dollar, seriously influencing 
all such dollar aggregates as earning 
assets of financial institutions, the real 
estate boom and its effects especially on 
investments of savings banks and life 
insurance companies, the varying politi- 
cal and economic fortunes of the rail- 
roads, whose bonds form such a large 
part. of the investment portfolios of in- 
stitutions—these are but three of the 
most obvious factors which make the 
period 1918-1924 abnormal in the ex 
treme. To assume an indefinite con- 
tinuance of the upward trend of inst 
tutional security investments as well as 
of earning assets, seems entirely reason- 
able. To assume as certain a contin: 
ance of the tendency for institutional 
security holdings to form a smaller 
part of earning assets, is quite 1mpos- 
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ible, even with the Federal Govern- 
ment steadily reducing its debt. On 
the other hand, it is by no means cer- 
rain that these institutions will continue 
to absorb, as they have recently done, 
an increasing proportion of the net 
additions to securities outstanding in 
the United States. Whether public 
utility securities will fill most or all of 
the vacuum left by relatively or abso- 
lutely declining investments in United 
States Government obligations or 
other bonds, no one can predict with 
assurance. Has the peak been reached 
in the holdings of real estate loans, or 
at least a peak in the proportion of 
earning assets devoted to such loans? 
Quite possibly, but not certainly. Many 
other questions could be posed — and 
left unanswered ! 

So with the matter of cycles of in- 
vestments. Bond buyers in institutions 
and bond salesmen could suggest many 
facts from their individual experiences, 
which the gross (and inadequate and 
not comparable) statistics do not re- 
veal. Commercial banks, as has been 
suggested earlier in this study, natu- 
rally are more seriously affected in 
their investments than the other types 
of institutions, by the influences of the 
business cycle. Charts II and III and 


the text pertinent thereto bear on this 
point. Figures for total security in- 
vestments of state banks and trust com- 
panies, as given in the reports of the 
Comptroller of the Currency, bear wit- 
ness to the influence of business cycles. 
But, after all, annual figures, such as 
the Comptroller’s reports give for 
these non-national banks, form a poor 
basis for business-cycle studies, and 
Chart II tells a sufficiently good story, 
and shows that for commercial banks, 
cyclical fluctuations in investments have 
taken the form principally of disposi- 
tions and acquisitions of United States 
Government obligations. We have left 
entirely untouched the whole question of 
the influence of the investment policy of 
Federal Reserve banks or investments 
of commercial banks. With the sav- 
ings banks and with the life insurance 
companies, trend factors outweigh 
cyclical factors in determining aggre- 
gate amounts of earning assets and in- 
vestments. That is to say, prosperity 
and depression affect the rate of in- 
crease, but depression does not, from 
one year to another, obliterate all the 
normal increase. The question of ef- 
fects of cycles of interest rates on short- 
and long-term investments, finally, must 
be left untouched by this study. 
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WHOLESALE ORGANIZATION IN THE 
AUTOMOBILE INDUSTRY 


By CLARE ELMER GRIFFIN 


HE wholesaling and retailing of 

automobiles in the United States 

cost the purchasers of new cars 
in 1924 about $875,000,000. This tre- 
mendous sum, which was nearly one- 
third of the retail value of all automo- 
biles sold in 1924, takes no account of 
the costs of operating garages as repair 
stations, nor of the manufacturers’ sell- 
ing costs, such as the maintenance of 
factory sales organizations, sales re- 
search departments, advertising, or 
other selling expenses except the main- 
tenance of wholesale branches. It is 
a rough estimate of the gross margin of 
retailers, which is not far from 25% of 
the retail value of cars generally, and 
of the gross margin of distributors’ or 
manufacturers’ branches, which would 
not be far from another 5%. Without 
arguing for the precise accuracy of the 
figure given, it is clear that the cost of 
distributing automobiles is sufficiently 
large to justify the study of that prob- 
lem in as thorough a manner as that 
which has characterized the study of 
production and design. 

The purpose of this article is to 
describe the systems of wholesale dis- 
tribution of automobiles and to analyze 
the two principal types of systems, with 
the purpose of discovering the advan- 
tages and disadvantages of each. It is 
not surprising, in an industry which has 
developed so rapidly as has this one, 
that there should be a great variety of 
practice. This variety is, in fact, a not- 
able feature of the systems of whole- 
sale distribution. Although we are cen- 
tering our attention upon the wholesale 
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That this conclusion, in its extreme 
form. is unwarranted is shawn hw the 


distribution, it is interesting to note that 
this same variety extends to the retail 
field. We might suppose, at firs 
thought, that all systems would be sim. 
ilar, in that the products would be sold 
through independent retailers. By 
there are important exceptions even to 
this proposition, for frequently manv. 
facturers sell a considerable part of 
their output to the final purchasers 
through branches of the manufactur. 
ing company. We will not be doing 
great violence to the facts, however, if 
we think of the retailing of automobiles 
as being generally conducted by inde. 
pendent business men. It is in the field 
between these independent retailers and 
the manufacturers that our present in- 
terest lies. 

In this field we find two types of in- 
termediaries: the branch and the dis. 
tributor. The branch is a subsidiary 
of the manufacturing company, which 
functions either in distribution alone or 
in assembling and distribution. The 
distributor is an independent business 
unit which acts as a wholesaler of the 
manufacturer’s product. In fact, the 
distributor nearly always sells at retail 
as well as wholesale. The term dis- 
tributor, however, is usually applied to, 
and is accepted here as referring to 
one who does some wholesaling even 
though the retail sales may in fact be 
greater than the wholesale business. It 
is the wholesale function that classifies 
the distributor for our present purpose. 
Besides these two types of intermediary, 
there are some systems which involve 
direct contact between the manufacturer 
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and the retailer without the interven- 
tion of either wholesale agency. 

These three types combine in practice 
to form a variety of plans of distribu- 
tion of which the principal forms are 
set forth graphically at the top of the 
page. The types shown do not exhaust 
the list, for it is quite possible for a 
manufacturer to combine two or more 
of these plans. For example, a certain 
large company uses (2), (4), and (5); 
that is, it has branches which sell both 
at wholesale and retail, distributors who 
also sell both at wholesale and retail, 
and direct dealers—retailers who buy 
directly from the manufacturer. The 
chief competitor of this company, on 
the other hand, uses (1) exclusively. 
Again, an important company in the 
middle price group uses both (2) and 
(4), selling about 50% of its output 
through each channel, while the princi- 
pal competitor of this company uses (2) 
almost exclusively (for 94% of its 
sales), 

In spite of the frequent variations 
from type, the types themselves are 
worth noting. In a comparison of these 
types it must be borne in mind that the 
branch is merely an extension of the 
manufacturing company. Although rep- 
resentatives of the companies speak of 


“selling”? cars to the branches, as they 
do of selling to distributors, this man- 
ner of speaking is misleading, for in the 
former case, cars have not been sold at 
all—they have merely been transferred 
from one department of the business to 
another. Bearing this in mind it ap- 
pears that plans (1), (2), (3), and (5) 
are alike and are to be contrasted with 
(4). In the former group the manu- 
facturer, either directly or through his 
branches, retains possession of the cars 
until they reach either the retailer or 
the final consumer; in the latter case, 
the cars pass from the possession of the 
manufacturer at the very first step of 
the marketing process. Plan (5) differs 
from (1), (2), and (3) only as to in- 
ternal organization. In the former—the 
direct-dealer plan—the manufacturer’s 
home organization deals directly with 
the many small dealers, and therefore 
a great mass of detail must be centered 
in the central sales office; under the lat- 
ter group of plans, the task of contact 
with the retail field is turned over to 
regional branches. The branch plans 
are used much more extensively than 
the direct-dealer plan, and at first 
thought it would seem that the latter 
plan was utterly impracticable for a 
company having a large volume of sales. 
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That this conclusion, in its extreme 
form, is unwarranted is shown by the 
experience of one of the most successful 
manufacturers of cars in the “less than 
$1,000” class who follows this plan 
exclusively. This company, however, 
stands almost alone in its adherence to 
the direct-dealer plan. Without further 
consideration of the direct-dealer plan 
we can, therefore, turn to a discussion of 
the relative merits of branches and dis- 
tributors as wholesalers of automobiles. 


Independent Distributors 


The distributor system separates 
sharply the responsibility for produc- 
tion and distribution, perhaps too sharp- 
ly, but, in any event, the advantages of 
specialization are attained. The manu- 
facturer, under this plan, is enabled to 
center his attention upon production and 
its immediately allied problems, limited 
only by the possibilities of the market 
as developed by the corps of wholesale 
distributors and their retailers. That 
these two phases of the business can 
never be completely separated is too 
clear to require demonstration, but it 
is possible to separate the administra- 
tion of the two tasks—production and 
marketing. By the distributor system 
the external contacts of the manufac- 
turer are reduced from hundreds or 
thousands of small retailers to a few 
large distributors. This fact greatly 
simplifies the problem of organization 
and control, and, since the few whole- 
sale distributors are likely to be more 
substantial and responsible business men 
than the general run of dealers, the risk 
of loss due to non-fulfilment of the terms 
of the agency contracts is greatly re- 
duced. 

The distributor plays a valuable réle 
in the performance of a task which 
is coming to be a more and more im- 
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portant part of the distribution prob. 
lem. This task is the placing of dealer 
contracts. It is no exaggeration to say 
that this is one of the crucial problems 
confronting automobile manufacturers, 
It is especially acute in communities of 
moderate size—say cities of less than 
50,000 inhabitants. In most communi- 
ties of this size the retail automobile 
business is overexpanded—dealers as. 
sert it loudly and manufacturers admit 
it privately. Nor is the problem con. 
fined to the smaller communities, for it 
is present, though in a somewhat less 
aggravated form, in the large cities, 
For a new manufacturer or for an es- 
tablished manufacturer desiring expan. 
sion, the problem of obtaining retail out- 
lets may dominate his whole distribu. 
tion policy. A strong distributor is fa. 
vorably situated for handling this task 
of “selling” the manufacturer and his 
product to retailers. He very likely 
has valuable contacts with retailers and 
is thoroughly acquainted with and 
known by the retail trade of his own 
district. Representation by a well- 
established wholesale distributor, favor- 
ably known throughout the district for 
his fair dealing and for his conservative 
judgment of cars, is a potent argument, 
in the eyes of prospective local dealers, 
in favor of the manufacturer thus repre- 
sented. Especially is this true if the 
manufacturer himself be new or rela- 
tively unknown, and it is a factor to be 
considered even when the manufacturer 
is more favorably situated. 

After a dealer contract has been con- 
cluded, it then becomes the duty of the 
distributor to see that the dealer puts 
forth his best efforts to sell cars and 
parts, that an adequate service depart: 
ment is maintained, and that the good- 
will of the manufacturing company 's 
enhanced by all possible means. The 
distributor may place advertising and 
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encourage and assist the dealer in the 
conduct of sales campaigns in the deal- 
ers own community. When it is borne 
‘. mind that the distributor is usually 
retailing cars as well as wholesaling 
them, it is not surprising that such ad- 
yertising should manifest mixed motives 
and that dealers should claim that the 
distributor’s advertising is aimed pri- 
marily at increasing his own retail busi- 
ness and that the part of the local deal- 
ers as retailers of the car is minimized. 
Be this as it may, the distributor does 
advertise the manufacturer’s product at 
his own expense, and such advertising 
cannot help but aid the retailer and the 
manufacturer, even though the purpose 
to do so may be incidental or even ab- 
sent altogether. Selecting and obtain- 
ing dealer outlets, supervising and ad- 
vising them in their selling activities, 
and advertising the product are all part 
of the selling or demand-creation func- 
tion. These tasks could be handled, and 
often are handled, by the manufacturer 
directly or through his branches, but 
the distributor is in a peculiarly favor- 
able position for performing at least 
some of them, or even all of them, under 
certain conditions. In any event, the 
manufacturer is freed of the annoyance 
and burden of these distribution tasks. 

The consumer demard for automo- 
biles is subject to marked seasonal fluc- 
tuations as well as to the other recur- 
ting peaks and depressions common to 
business generally. With an industry 
employing such a large amount of fixed 
capital and such a highly organized per- 
sonnel as does this one, such fluctuations 
are a serious burden. The conditions 
of production call for steady produc- 
tion; the conditions of demand neces- 
sitate fluctuating sales. The distributor 
plays an important part in taking up 
the slack between these two. There 
are times, of course, when dealers are 
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clamoring for cars and orders run far 
ahead of production, but such times are 
bound to be temporary and are bound to 
give way to market conditions under 
which it is very convenient for the man- 
ufacturer to be able to ship cars under 
sight drafts to a distributor on a sched- 
ule which is drawn to meet the require- 
ments of the manufacturer for a current 
outlet more than to meet the current 
requirements of the distributor. This 
absorption of cars beyond current needs 
is most marked during the winter 
months when cars are taken from the 
manufacturers as produced by them and 
held for the consumers’ demand of the 
spring. 

The need of the manufacturer for 
some agency to take the product off 
his hands as it is produced, quite regard- 
less of the immediate consumer demand, 
is coexistent with an unwillingness and 
a very limited ability on the part of re- 
tail dealers to accept cars in this way. 
The problem thus created has become 
more acute since competition for retail 
outlets has forced manufacturers to ac- 
cept dealers who have but small financial 
resources. The distributors likewise en- 
counter this same difficulty when they 
attempt to pass cars on to the dealers 
at the times and in the quantities which 
correspond with the times and quanti- 
ties of their purchases from the manu- 
facturers. The resistance of dealers 
to burdening themselves with large 
stocks of cars is due, not only to an 
actual inability to bear the burden, but 
to an unwillingness based upon an ap- 
preciation of the strength of their 
strategic position. Their position is, 
of course, much stronger when they deal 
with the manufacturers or distributors 
of less well known cars, but cases have 
come to the writer’s attention where re- 
tailers have successfully resisted such 
attempts even in the case of well-known 
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standard cars. In large part, therefore, 
it devolves upon the distributor to ac- 
cept cars from the manufacturer as pro- 
duced and hold them until consumer de- 
mand justifies the retailer in calling for 
them. His service is one of financing 
the manufacturer or financing the 
dealer, or both. 

It is true that the distributor does 
not finance these large transactions un- 
aided. He turns to the banks or other 
financial agencies, and in some cases the 
manufacturers endorse the paper of the 
distributors. There is still an advan- 
tage in the system, however, in that the 
final responsibility for obtaining funds 
rests upon the distributors, and further, 
that the distributors, located in widely 
separated cities, will be able to enlist 
the support of the banks of these com- 
munities. In other words, it enables the 
industry to levy upon a larger supply 
of loanable funds than would be avail- 
able were the manufacturer himself to 
attempt such financing. 

The advent of the automobile finance 
companies has not materially reduced 
the importance of distributors to the 
manufacturers. The manufacturer still 
receives prompt payment when the dis- 
tributor takes the cars—the new system 
merely enables the distributor to raise 
the necessary funds more easily. Wheth- 
er dealing with banks or with finance 
companies, the distributor’s financial 
standing is highly significant and it is, 
therefore, still true that a group of 
financially capable distributors is an im- 
portant asset of an automobile manu- 
facturer. 

Part of the service of taking cars in 
advance of trading needs is the assump- 
tion of risk. Cars are taken without 
the assurance that a market will be 
found for them within a reasonable 
period and without the assurance that 
prices will not be reduced. This as- 


sumption of risk is not always present 
for some manufacturers at times {o), 
low a policy of protecting distributors 
and dealers against losses from price 
change, but there are important many. 
facturers who do not follow this policy, 
The service of the distributor in stor. 
ing cars at times when production js 
running ahead of retail deliveries has 
been noted. Another occasion for the 
services of the distributor arises in those 
parts of the market which are far from 
the factory. For example, in the case 
of Detroit manufacturers selling in 
Texas, it has been found that, partly 
because of the distance and partly be. 
cause of poor railroad connections, the 
delivery of cars to retailers is difficult 
and the time required is very uncertain. 
In this district a depot for the distribu. 
tion of cars is almost essential. The 
distributor satisfies the need for such 
a depot and, as will be noted later, the 
need could also be met by factory 
branches. It is clear, however, that 
some such breaking up of the physical 
distribution is essential. This need is 
even more important in the foreign 
field, and as there seems to be a ten- 
dency for manufacturers to handle their 
foreign trade by mere extension or du- 
plication of their domestic organization, 
the foreign problem is a factor in deter- 
mining the type of organization. 
Another advantage of the indirect 
method is that it utilizes private initia- 
tive and holds out larger rewards to the 
successful distributor than he could hope 
to obtain as a saiaried branch manager. 
It is put squarely up to the distributor 
to sink or swim. On the whole, these 
heavy demands, together with a pros 
pect of building up a business of his 
own, probably result in securing the 
services of a more capable and energetic 
type of business man than could be se- 
cured in an employee’s position ! 
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the manufacturer’s organization. This 
seems to be borne out by the testimony 
of one company which found it desir- 
able to change from the branch system 
to distributors, in order to hold some 
of their best men, who felt that they had 
developed as much as possible as branch 
managers and desired to go into business 
“for themselves.” These men were 
glad to continue to handle the manu- 
facturer’s product as independent pro- 
prietors. 

The system of independent distribu- 
tors is highly flexible. It is easily es- 
tablished and involves, on the part of 
the manufacturer, no large investment 
in branch houses. These branches are 
expensive. They are representatives of 
the manufacturer and, as such, must oc- 
cupy quarters consistent with the stand- 
ing of the company or, possibly, consis- 
tent with the standing which the com- 
pany would like to attain. 

These establishments represent large 
fixed investments and these investments, 
together with the relatively fixed ex- 
penses of maintenance, increase the bur- 
den upon a company during times of 
general depression. Under such cir- 
cumstances, the manufacturer is fully 
engaged in protecting the position of 
his investments in plant and materials, 
and if, in addition, he must carry an ex- 
pensive wholesale organization, his po- 
sition is surely weakened. The distrib- 
utor system appears to be more flexible 
and thus to facilitate the adaptation of 
the business to the fluctuations of the 
business cycle, 

Likewise, the distributor plan is more 
flexible as regards its adaptation to the 
changing needs of the company contin- 
gent upon its own development and the 
shifting of markets. No large invest- 
ments have been made which prevent 
withdrawal from a certain district or 
shifting to another system of distribu- 


tion. The use of distributors is, there- 
fore, advantageous to new companies or 
companies newly engaged in developing 
certain markets. Large retailers already 
are established who can be obtained as 
both wholesale and retail representa- 
tives. If the volume of business for the 
time is not large enough to justify the 
sole attention of a distributor, a non- 
competing line can be added. Later, as 
the volume of business grows, perhaps 
the emphasis upon the retail side of the 
business can be reduced and possibly the 
sale of the other car by this distributor 
can be eliminated. If, on the other 
hand, the entrance into this district 
proves to have been unwise, there are 
no permanent commitments to prevent 
the manufacturer from rectifying the 
error by gradually withdrawing. It is 
much easier to change from .distribu- 
tors to branches than from branches to 
distributors. 


The Branch System 


One of the most discussed tendencies 
in the field of marketing in recent years 
is that of manufacturers to go more 
directly to consumers. The policy is 
expressed in the business slogan, “Keep 
a grip on the consumer.” It is a re- 
action against the almost universal pol- 
icy of an earlier period whereby the 
manufacturer sold his product to the 
first middleman who would pay his price 
and returned to produce more goods. 
The new policy has not been universally 
accepted, nor is it likely to be. It is ap- 
parently adapted to products which can 
be branded and which are easily dis- 
tinguishable according to their pro- 
ducers. The new policy has devel- 
oped with, and is conditioned by two 
characteristics of modern business: 
large-scale machine production, and the 
development of the technique and medi- 
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ums for national advertising. The first 
has called for a larger and more defi- 
nitely assured market, while the second 
has provided a method of mass-demand 
creation—of reaching a whole market 
at one stroke and with one appeal. It 
is believed that, for this appeal to be 
effective, sales policies and the selling 
program must likewise be uniform over 
the whole market. This, in brief, is 
the tendency in a large class of indus- 
tries. The same movement has been 
strong in the automobile industry and 
has led to a disposition to substitute the 
manufacturer’s own distributive organ- 
ization for the more or less independent 
distributors. 

The specific arguments advanced in 
this industry have mostly to do with de- 
mand creation. There has been increas- 
ingly strong competition among pro- 
ducers and a certain degree of standard- 
ization of cars. With these develop- 
ments have come a relatively greater 
emphasis upon distribution and a feeling 
that such an important part of the busi- 
ness could not safely be entrusted to 
independent middlemen whose ambi- 
tions, in spite of some similarities, do 
not exactly parallel those of the manu- 
facturer. 

Sales departments have been enlarged 
in the home offices, and a certain amount 
of research work has been conducted, 
with a view to the most effective appeals 
and sales policies. It is felt that the 
best method of selling the X automo- 
bile is probably the same in San Fran- 
cisco as in New York. If, then, this 
best method is once discovered, it 
should be applied all along the line. 
The initiative of a distributor in Den- 
ver, or his idea of how the task should 
be performed, should not be permitted 
to stand in the way of the introduction 
of the company plan. But this conform- 
ity of practice to the accepted policy is 


not easy to bring about with indepen. 
dent distributors. In fact, those men 
who are the best independent distriby. 
tors may well be the least amenable tp 
this kind of a system. 

There are many specific points upon 
which uniform and prompt action may 
be desired. For example, all manufac. 
turers produce more than one body type 
and many of them offer two or more 
chassis. Some produce both four- and 
six-cylinder cars, or sixes and eights, 
Sometimes the cars provided by a single 
manufacturer are different even in name. 
In any of these cases, the policy of the 
company may be to push the sale of one 
type and subordinate the other. The 
distributor’s interest, however, is merely 
to obtain volume of sales and it is difi- 
cult to obtain his hearty cooperation 
in the manufacturer’s policy. A solu. 
tion, of a kind, may be found by offering 
a bonus for obtaining the desired result, 
but this and other expedients are cun- 
bersome and time-consuming in compar- 
ison with a telegraphic order from head- 
quarters to salaried branch managers of 
the company. 

The distributor’s point of view can- 
not be expected to encompass such a long 
stretch of the future as that of the con- 
pany itself. His interests are not irre- 
trievably bound up with those of the 
manufacturer. He must consider that 
at any time a dispute may arise between 
himself and the manufacturer which 
may lead to a severance of relations. 
While some manufacturers have suc: 
ceeded in maintaining a cordial relation- 
ship with their distributors over a long 
period of years, the experience of some 
other organizations has not been so for- 
tunate. Furthermore, the manufacturer 
may decide at any time to displace dis 
tributors in favor of branches. Thert- 
fore, it behooves the distributor, even 
though present relations may be most 
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cordial, to “make hay while the sun 
shines” and to count that month lost 
which does not show a profit. The 
manufacturer's policy of laying a firm 
foundation for enduring good-will and 
prosperity is not of such direct interest 
to the distributor as to the manufac- 
turer himself. 

Here is a manufacturer, for example, 
who feels that his long-time success 
demands a large number of service sta- 
tions, carrying adequate stocks of parts 
and manned by forces of well-trained 
mechanics. The establishment of such 
a system requires careful selection of 
representatives based upon their abil- 
ity and willingness to give service, as 
well as upon their ability to show im- 
mediate sales. But the distributor is 
tempted to consider the latter facts of 
primary importance and the former as 
of only secondary importance. Like- 
wise, the supervision of service and the 
insistence upon adequate stocks of parts 
and upon courteous and intelligent ser- 
vice are of greater concern to the manu- 
facturer than to the distributor. Some 
manufacturers who use distributors re- 
serve the right to call for the cancelation 
of a distributor-dealer contract if it ap- 
pears that the dealer is not living up to 
the company standards of service. This 
right, of course, is exercised only in 
very aggravated cases of dealer inefh- 
ciency, and the reservation is rather an 
indication of a weak spot in the system 
than an effective means of removing it. 

Another point of policy upon which 
there may well be a conflict of interest 
between distributor and manufacturer is 
that of “even” distribution. The man- 
ufacturer, if he is seeking truly national 
distribution of his cars, is interested, 
not only in the total sales within a dis- 
trict, but also in having the sales pres- 
sure exerted in every community and in 
retaining the good-will of his dealer or- 
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measures up to this ideal. First of all, 
, marketing system in such an industry 
re ot id he effective in creating 
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ganization. This requires that the same 
careful attention be given to the needs 
of small dealers in outlying districts as 
to those of the larger city dealers. The 
distributor is likely to favor the latter 
unduly at the expense of the former. 
This evil is even more pronounced when 
the problem is one of allocating cars 
between the distributor's retail depart- 
ment and independent retailers who are 
customers of the wholesale department. 
The distributor’s gross profit on sales 
to dealers may be 7% of the list price, 
while his total profit (wholesale and re- 
tail) on cars sold through his own re- 
tail organization may be in the neigh- 
borhood of 30%. In years when the 
demand is brisk, or at a time when a 
new and popular model is being intro- 
duced, the retail demand exceeds the 
factory capacity. At such times it is 
inevitable that the distributor should 
first satisfy his retail needs, and the in- 
dependent dealer, who may have waited 
a long time for this harvest, finds that 
the demand is ready but the supply is 
not forthcoming for him. After the 
first force of the demand has passed, 
our retailer finds that he can obtain all 
the cars he desires; even more, he is 
urged and coerced into taking cars which 
are now piling up in the distributor's 
wholesale department. While this ap- 
parent injustice may not affect the vol- 
ume of the manufacturer’s sales at the 
moment, it is bound to breed dissatis- 
faction among the independent dealers 
and may well result in their loss as re- 
tail outlets. This difficulty is due, in 
part, to variations in demand and pro- 
duction, and as such, could hardly be 
avoided by any type of organization; 
but it is aggravated by the temptation 
to inequitable allocation which can be 
and is avoided by a more direct system 
of distribution. A certain company, 
which is pointed to even by competitors 
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uct as it is produced, the indirect system 
has an advantage. For the distrib- 
utor. standinoe hetween the mannfac- 
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as having an excellent system of distri- 
bution, makes it a cardinal point of pol- 
icy always to guarantee, through pros- 
perity or depression, fair allocation of 
cars. This company ascribes the loyalty 
and good-will of dealers largely to this 
policy, which it carries out through a 
direct and centralized sales system. 

A similar problem arises concerning 
price policy. There is a very great 
temptation for the dealer to cut prices. 
His gross profit is, say, 25% upon a 
$3,000 car, or $750. A _ prospective 
customer offers to take a car at $2,750. 
This still leaves a profit of $500 and, 
since the costs of the dealer’s business 
are largely “fixed,” it appears as a net 
profit of that much. If the buyer is 
a skilful bargainer, he has a good chance 
of succeeding, unless some one higher 
up is insisting that the dealer keep in 
line. Now, will the distributor be as 
active in preventing this infringement 
upon the standard price as would the 
manufacturer or his salaried branch 
manager? He may be, but his immedi- 
ate self-interest suggests that he wink 
at the practice, for if the car is sold, he 
obtains his established proportion of the 
list price, regardless of the price re- 
ceived by the dealer. If the manufac- 
turer is to prevent price-cutting, there- 
fore, he must spend part of his time 
watching the watchman. To prevent 
price-cutting is not easy, even for the 
most directly supervised system. For 
price-cutting commonly takes the form 
of allowing a higher price on used cars 
traded in than is justified by the actual 
market value of those cars, and a great 
majority of cars sold involve accep- 
tance of a used car. As the number of 
car owners increases, the difficulty of 
preventing this form of price-cutting in- 
creases. 

The collection of information desired 
by the manufacturer for studying his 
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suggests that when in doubt it may be 
wise to adopt the indirect plan. 
From what has been said, it is evi- 
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marketing problems is facilitated by 
direct contact with dealers. The me) 
in the field are frequently skeptical of 
the value of such work, and frequently 
object to taking the necessary steps tp 
obtain and transmit it regularly, 
direct supervision of the dealer his sys 
tem of accounts can be prescribed and 
regular, and reports can be required, 

In spite of the many essential fun. 
tions performed by the distributors ang 
described above, there are times when 
they appear to be of little value. Such 
times are the years of brisk demand, 
Then the savings in freight, by shipping 
in large lots, and other economies are 
partially or wholly offset by the waste 
of valuable time in sending the cars to 
the distributor for disposal to dealers. 
Orders, therefore, are taken by distribu. 
tors and placed with the manufacturer, 
who ships the cars directly to the dealer, 
or possibly, the dealer’s men come to 
the factory and drive the cars away. 
The cars may be billed to the distribu. 
tor, but, since the terms are cash or 
payment of a sight draft, and since, a 
such times, the funds are readily avail 
able from consumers or from finance 
companies, it makes little difference who 
is called upon to make payment. The 
financial functions and storage, there 
fore, which at other times may be im 
portant become, under such circumstat- 
ces, of less consequence. It is but nat 
ural that at such times the distributor 
should be viewed in some quarters asi 
parasite on the system and his profit 0 
5% as an unwarranted toll. 


Conclusions 


In attempting to evaluate these tw 
major types of marketing systems, " 
may be well to set up in our minds the 
characteristics of an ideal system, atl 
then inquire how each of the plas 
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measures up to this ideal. First of all, 
, marketing system in such an industry 
as this should be effective in creating 
or stimulating an immediate demand for 
the product. Second, it should so se- 
curely establish the good-will of the 
manufacturer and the demand for his 
product that investments in fixed plant 
can be made with assurance that they 
can be employed for a long time in the 
future. Third, the ideal system should 
absorb the manufacturer’s output at 
such times as will enable him to follow 
the most effective production schedule. 
Fourth, it should be economical; that is, 
it should accomplish these desired ends 
at a minimum expense. Fifth, it should 
involve the minimum of commitments 
on the part of the manufacturer; that 
is, the ideal system should be easily es- 
tablished and easily displaced in favor 
of another plan; for this industry is so 
new and is changing so rapidly that it is 
undesirable to settle once for all upon 
any plan. 

As to effectiveness of demand crea- 
tion—the ability to place the product 
ina most attractive way before possible 
purchasers—the burden of the argu- 
ment seems to favor the direct system, 
provided the system is wisely managed. 
Likewise, the direct system appears to 
have the advantage in establishing a 
permanent good-will. Under this plan 
the sales manager occupies the position 
of a commander-in-chief of a military 
force; his policies are carried out 
promptly and no conflicting interests, 
such as those of independent distrib- 
utors, have to be considered and over- 
come. Sales efforts can be correlated 
with advertising, and both with produc- 
tion. Price policies are effectively en- 
forced. The rendering of service can 
be closely supervised, and dealers can be 
welded into a compact organization. 

In attempting to dispose of the prod- 
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uct as it is produced, the indirect system 
has an advantage. For the distrib- 
utor, standing between the manufac- 
turer and the dealer, “takes up the 
slack,” between production and consum- 
er demand, a burden which, under the 
opposite system, would rest upon the 
manufacturer. 

Initial economy clearly favors the dis- 
tributor system, for in its introduction 
existing agencies are employed. Even 
when viewed as a permanent policy, the 
indirect method is likely to be more 
economical for companies of moderate 
or small output. Among the large com- 
panies there is evidently a difference of 
opinion on this point, although the 
weight of evidence on the matter of 
economy for large companies seems to 
favor the branch system. The sales 
manager of one of the important com- 
panies, selling over 100,000 cars an- 
nually, makes the claim that its branch 
system is operated at a very small frac- 
tion of the cost incurred by companies 
using the opposite plan. But, on the 
other hand, another company equally 
well known, having about the same vol- 
ume, and selling a competing line of 
cars, utilizes the branch and distributor 
methods to about an equal extent and 
sees no reason on the score of economy 
for developing further the former plan. 
The writer was surprised to find, in in- 
terviews with the representatives of 
leading companies, that none of them 
substantiated his statements upon this 
very important point with the results 
of comparative quantitative studies. 

The indirect system clearly seems to 
be the more flexible, as relatively little 
direct expense is involved in establish- 
ing it, and but little loss is incurred in 
changing to another plan or in with- 
drawing from a particular region in 
which an earlier expansion does not 
later appear to be warranted. This 
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compared with that of the jobbers, was 
greater than is indicated by a compari- 
son of their numbers. 


The commission 
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suggests that when in doubt it may be 
wise to adopt the indirect plan. 

From what has been said, it is evi- 
dent that neither system can be com- 
mended unreservedly to all companies. 
The problem differs according to the 
age of the company, the volume of its 
output, and its financial resources. The 
older the company and the better es- 
tablished its product, the stronger is the 
argument for a direct plan and the 
weaker becomes the opposition to it. 
Likewise, large volume of output fa- 
vors the direct plan, for if the output be 
large, the relatively fixed expenses of 
branches and of factory sales organiza- 
tions may be more easily justified. 
Large financial resources are essential 
to the use of the direct plan, and while 
they may not constitute a positive argu- 
ment for that system, their absence is a 
most effective argument against it. 

In practice there is considerable vari- 
ety within the sales organizations of 
specific companies. For example, a 
certain company, which announces its 
policy to be sale through distribu- 
tors, nevertheless maintains wholesale 
branches in Chicago and New York. 
This is a common practice. The rea- 
sons, at least those given by this com- 
pany, are that the larger volume of 
trade and the keen competition in those 
markets justify such a plan. Another 
company, however, follows a somewhat 
similar practice on account of personal 
considerations—a good man was avail- 
able for a branch managership, or a 
high-class distributor could not be found 
in a certain district. The prevailing 
practice frequently suggests that this 
sort of compromise is due to the lack 
of any well-considered policy, and its 
wisdom appears to be questionable. 

Among the seventeen companies in- 
vestigated by the writer, including all 
of those manufacturing over 100,000 
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cars in 1923 and most of those Produc. 
ing over 20,000, a marked difference in 
practice was found, based upon the yo). 
ume of output of the companies, (ep. 
erally the large companies favored the 
branch system or some other diteq 
plan, while the smaller companies {;. 
vored the distributor plan. No corre. 
lation was discovered between type of 
system and price of cars or capital re. 


sources, except apparently as these were " 7 
reflected in volume of output. There “a j 
were six companies producing over 100, ant 
ooo cars. No one of these relied en. a 
tirely upon distributors and only two of v ‘ 
them used distributors at all. Three of pee 
the six used branches exclusively in ; e 
their wholesale distribution; one used aan 
° . an 
branches for about one-half of its busi- diffe 
ness; one used a direct-dealer plan; and ane 
one used a mixed distributor and direct- ie i 
dealer plan. ats 
When we turn to the eleven com 
panies producing less than 100,000 distr 
cars annually, we find that six of @ .,. 
them employed distributors exclusively, olan 
while five of them employed distribu. T 
tors chiefly, but also maintained a few regi 
branches. even 
The automobile industry is so new imp 
and the conditions confronting it have H ..-, 
changed so rapidly, as the market has ana 
been more and more developed, that it oid 
is not at all surprising that no marked hie 
uniformity has appeared among the dis T 
tributing systems. It may be helpful, MM og., 
therefore, to examine some other indus ton 
tries which have points of resemblance HR oor, 
to the automobile industry, but which Tre 
have had a sufficiently long experience 27 
to have definitely settled upon one plan cont 
of distribution as being superior ness 
others. It must be admitted that the (the 
automobile industry has no parallel, but whe 
if we look about for an industry of rel BR bety 
tively large operating units, selling # and 
product of high unit value, a product Hof | 
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quires explanation in selling and service 


the vol. after selling, a product which is brand- 

s. Gen HP; advertised, and sold by all the 

red the aggressive methods of modern demand 

r direct HR cation, we might select one of the 

“es fa following industries : agricultural imple- 
corre. 


ments, adding and calculating machines, 
cash registers. 

Now let us see how the manufactur- 
ers in these industries market their 
products. The adding and calculating 


type of 
pital re. 
Se were 


There 


ea machine industry employs a highly cen- 
_ & tralized and direct system, and while 
a y there have been recent important 
‘hree 0 


changes in sales organization on the 
part of the largest company in the field, 
and while there will probably remain 
differences of opinion on questions of 
internal organization, these differences 
do not affect the fundamental question 
of utilizing independent wholesale dis- 
tributors or the manufacturers’ own 
distributive system. On this question 
the answer clearly favors the latter 
plan. 

The dominating company in the cash 
register line employs a system which is 
even more direct than any used by the 
important manufacturers of passenger 
cars. The products are sent to agents 
on consignment, and the title remains 
with the manufacturer until the ma- 
chine is sold to the consumer. 

The agricultural implement industry 
offers a better parallel than do the other 
two industries, for a larger number of 
companies are involved. The Federal 
Trade Commission found that in 1918, 
27 large companies, which together 
controlled about 90% of the total busi- 
ness, employed in the domestic market 
(the United States and Canada) 459 
wholesale houses, which were divided 
between 303 manufacturers’ branches 
and 156 jobbers. The relative volume 
of business handled by the branches, as 
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compared with that of the jobbers, was 
greater than is indicated by a compari- 
son of their numbers. The commission 
describes the typical plan as “simple 
and direct—from factory to branch 
house, to retail dealer, to farmer. The 
great bulk of farm equipment is mar- 
keted in this manner.” A further analy- 
sis of the geographical distribution of 
the different types of wholesale houses 
shows that the percentage of branches 
to the total number of wholesale houses 
in the upper and central Mississippi 
Valley was 86, while for the remainder 
of the country the corresponding fig- 
ure was 51%. This district, of course, 
offers the densest market, the largest 
volume, and presumably the keenest 
competition. Jobbers are more generally 
used in other states and in the foreign 
market. 

As to the question of independent 
wholesale distributors as against a fac- 
tory-controlled system of distribution, 
the practices of the three industries ex- 
amined are in agreement upon the lat- 
ter plan, and, in so far as their longer 
experience can be taken as a guide to 
the automobile industry, they appear to 
argue that the branch system is the 
more natural plan for the large com- 
panies and even for others in the more 
congested markets. In the view of the 
writer, the branch or direct-to-dealer 
plans have certain marked advantages 
of a competitive nature which, in the 
period of keener competition commonly 
assumed to be ahead, should be a sig- 
nificant factor in the struggle. How- 
ever, since the automobile is not merely 
a machine but a personal possession, it 
is likely that a considerable number of 
both large and small companies will re- 
main with us, and since the smaller com- 
panies have found and are finding the 
distributor channel useful, we cannot 
expect this plan to disappear. 
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duction, marketing, and storage 

of wheat has assumed unusual 
significance during the past few years. 
The impetus for increased production, 
due to the demands growing out of the 
World War and the great advance in 
the price of wheat during and following 
the war, strongly influenced the quan- 
tity produced. The falling off of the 
European demand, the drop in the price 
of wheat, which began about the mid- 
dle of 1920, and the slowing down of 
business in general, all combined to pro- 
duce a situation in which the wheat 
farmers, as well as many other business 
men, found themselves producing at a 
cost which greatly exceeded the current 
market price. These conditions made 
it dificult for the farmers to market 
their wheat, and, when it was sold, the 
returns were so small as to make it im- 
possible, in many cases, for the growers 
to pay expenses and meet their matur- 
ing loans. 

Under pre-war conditions the task 
imposed upon the banks was a large 
one, but under post-war conditions the 
burden placed upon the banks has been 
greatly increased. The failure of the 
farmers to realize profitably upon their 
crops has made it necessary for the 
banks, in some grain sections of the 
country, to use every available means at 
their command to save not only the 
growers but the banks themselves. 
These efforts, in many cases, did not 
prevent large losses and even bank- 


"TL auc problem of financing the pro- 





1 Acknowledgments are due a large number of 
cooperative elevator companies, terminal and line 
elevators, commission merchants and dealers, and 
cooperative marketing associations for their valu- 
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grow 
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coop 
expo 
ruptcy for both banks and growers: -” 

The economic conditions of the wheat 
producers and the local banks support. 
ing them had become so serious that 
many efforts, both on the part of the 
government and business men, have 
been made to improve the status of the 
producers. The Federal Government 
passed a law providing for the United 
States Grain Corporation, which was in- 
tended to grant seed loans to farmers 
in the Northwest. The Agricultural 
Credit Act, passed March, 1923, was 
to provide short-term intermediate cred. 
it for the producers. Many states, dur- 
ing this period, passed cooperative 
marketing laws. As a result of this 
legislation, many cooperative associa- 
tions and other private organizations 
were formed to improve marketing 
methods or to provide financial assis- 
tance for the growers. A ten-million- 
dollar corporation was formed in Min- 
neapolis to assist in financing the banks 
and, through them, the farmers. Al- 
though progress has been made, much 
remains to be done before the produc 
tion of wheat is placed on a satisfac- 
tory basis. 

A complete study of wheat financing 
would involve a discussion of the sources 
and amounts of fixed capital needed by 
the farmer for buying his farm and 
equipment, as well as the short-term or 
working capital to provide seed, fertil 
izer, labor for planting, cultivating, har- 
vesting, and marketing the crop. This 
would include a description of the needs 
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able assistance which has made this study possible. 

2 Proof of this is seen in the case of the large 
number of bank failures reported in the north 
western grain states. 


























































and methods involved in financing the 
growers, the millers, the elevators, the 
grain dealers, the commission men, the 
cooperative marketing associations, the 
exporters, and other middlemen. This 
paper deals with the problems involved 
in fnancing the crop after the wheat has 
been delivered to the country elevator 
or warehouse by the grower. This in- 
dudes the payment to the grower for 


his crop. 


‘4 
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I]. Financing the Grower* 


There are several different methods 
for the farmer to market his grain after 
it has been harvested. He may sell it 


ame outright to the country elevator at the 

3, “ time of delivery. This is perhaps the 

“ h most general method. Or the farmer 
» dur- 


may store his wheat in an elevator, ex- 
pecting to sell later, either to the eleva- 
tor or to others, at a more favorable 
price. He may, and in some instances 
does, sell on his own account in terminal 
markets, but this method is not feasible 
for the large number of small producers. 


erative 
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rketing 
1 assis- 


ne Other buyers, with whom the farmers 
fue in some sections may deal, are the in- 
. 2 terior brokers, track buyers, scoop shov- 


elers, solicitors for terminal dealers, 
feeders, country mills, and so forth. 
The relative importance of these dis- 
tributive agencies varies in different 
parts of the country, but it is safe to 
assume that the outright sale to the 
country houses is the most important in 
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*The rapid increase in the number of coopera- 


fertil tive elevators is said to have been due to imperfect 
’ competition in country grain-buying and conse- 
1g; har- quent low prices to the farmer. The lack of com- 


This 


e needs 


petition in some sections has had a marked effect 
upon price. It should not be inferred that there 
s only one elevator in each community, In fact, in 
many places there are two or more individual or 
line elevators. Farmers have usually been content 
‘0 establish one cooperative elevator in a given 
local market on the basis that it would be able to 
compete with one or more independent elevators. 
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the northwestern and central west pro- 
ducing states.‘ The farmer sells his 
grain either in wagon-load or carload 
lots, the former being the method more 
generally followed. In many cases the 
farmer either lacks proper facilities for 
storing wheat on the farm, or is obliged 
to sell early, in order to secure funds to 
meet maturing obligations. Only to a 
limited extent is grain placed by farm- 
ers in elevators and warehouses’ for 
storage, with a view to selling later at 
a more favorable’ price. 

The shortage of capital among many 
wheat producers has made it practically 
impossible for most farmers to provide 
themselves with facilities for storing 
grain on the farm. This, together with 
the demand for funds to meet maturing 
obligations which were incurred in pro- 
ducing and marketing the crop, forces 
a large number of farmers to sell short- 
ly after harvest. The sale of the crops 
provides the most easily available funds 
for paying store accounts, bank loans, 
and other indebtedness. Buyers must, 
therefore, pay cash on delivery, in or- 
der to meet the needs of the farmers, 

Although the farmer usually has the 
privilege of selling or storing his wheat 
when it is delivered to the country ele- 
vators, he must ordinarily secure funds 
immediately. If the grain is sold out- 
right, he receives a check or cash ticket 
which may be presented and cashed at 
the local bank. In the event that he 
stores his grain, he receives a grain 





In this way the cooperative elevator companies 
have been able to handle a sufficient volume of 
grain to influence the local market so as to secure 
for the farmers a higher price than they would 
otherwise have received. 


4 Federal Trade Commission Report on the Grain 
Trade, 1920, Vol. I, p. 94. 


5 Warehouses are used extensively in the Pacific 
wheat-producing states, while elevators are used 
largely throughout the wheat belt of the middle 
west and northwestern states. 


439 








438 


ticket which is, in the last analysis, a 
warehouse receipt. These receipts* may 
be, and in many cases are, used as col- 
lateral at local banks for loans up to 
from 75% to 80% of the market value 
of the grain. The farmer then sells 
his grain at a later date and retires his 
note at the bank. 

The line elevators, which do a large 
part of their financing through the head 
office, advance up to 75% or more of 
the market value on stored wheat at the 
time of delivery by the farmer. In ad- 
dition to the current rate of interest, a 
fee of one-thirtieth of one cent per 
bushel per day is charged to cover stor- 
age, insurance, and handling. The prac- 
tice of storing wheat is followed much 
more extensively in the northwestern 
spring-wheat-producing states than in 
the winter-wheat-producing states. In- 
dependent and cooperative elevators 
meet the competition of line elevators 
whenever their capital or ability to bor- 
row permit. 

A shortage of country elevators in 
certain localities makes necessary the 
shipment of grain direct to terminal 
markets without first storing it. In 
some cases grain is sold outright, but 
the more general practice is for the 
farmers to consign their wheat to com- 
mission houses in the terminal markets. 
As soon as the grain is loaded at the 
country points and a bill of lading re- 
ceived, the farmer generally either bor- 
rows from a local bank or draws a draft 
on the commission house, using the bill 
of lading as collateral. In some cases 
the farmers are financially able to wait 
for funds until the commission house 





® It is reported in North Dakota that local eleva- 
tors often sell the grain before the tickets are re- 
ceived, hence in such cases the banks must depend 
upon the financial ability of the elevator and not 
upon the stored wheat. In order to meet this situ- 
ation the North Dakota Wheat Growers Associa- 
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has sold the grain and remitted the net 
return by mail. 


II. Financing the Country Elevator, 


The volume of borrowed funds need. 
ed by the elevator companies varie 
with the size of the elevator, the num. 
ber and character of the side-lines, the 
quantity of grain handled, distance 
from terminal markets, competition, 
length of time which grain must le 
stored and held, and amount of capital 
owned by the elevator company. The 
sources of these borrowed funds vary 
not only for different types or classes of 
elevators, but also for different states 
and regions. In the main, the princi 
pal sources may be classified: (1) local 
banks, (2) head office, (3) commission 
houses, (4) farmers, (5) city banks, 
(6) others, including mills, stockhold. 
ers, and terminal grain dealers. Of 
these the first three are by far the most 
important, representing 87%" of the 
total. The table on sources of bor 
rowed funds for country shippers, pre 
pared by the Federal Trade Commis 
sion and condensed for purposes of this 
paper, shows the different percentages. 

Sources of funds vary considerably 
according to the geographic location 
Minnesota, North Dakota, South Ds 
kota, and Montana depend rather hea. 
ily upon commission houses, vhilt 
Kansas and Nebraska use them only 
slightly. This has been explained o 
the basis that the northwestern states 
have less capital and banking facilities 
and hence find it cheaper to borrow 
from commission houses. The fou! 


Moun 
Centr 
South 
Midd 





tion has been compelled, in some cases, t0 secure 
surety bonds to protect the local receipts before 
pledging them with the banks. 


TReport of the Federal Trade Commission ™ the 
Grain Trade, Vol. I, 1920, p. 233. 
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the net TasBLeE I. Sources oF Borrowep Funps ror Country SHIPPERS* 
_——__ 
ner Wess PercentaGe of Totat Number or Sources Rerortep 
umber 
State or Division Elevators Commis- . 
levat ors ™ - Reporting —- Ohe —_ Farmers Bat s Orhers Toeal 
1s Fl ELEVATORS 
ate . North Dakota......-++e+ee+0e5 575 10.56 | 50.72 | 33.76 0.48 0.32 4.16 | 100.0 
Varies Minnesota... --- +0 sees eeerees 688 23.74 | 51.48 | 18.84 1.94 0.39 3-61 | 100.0 
ne n []linois..... eee eee eee eee eens 436 58.46 | 21.54 4.23 3.08 3.27 9.42 | 100.0 
Mim Gogth Dakota. .....-sseeccesss 534 21.96 | 47.92 | 21.16 1.76 1.28 5.92 | 100.0 
ore 423 61.73 | 22.43 2.67 5-35 41 7.41 | 100.0 
Histanrste Katsts..---- sss see er ec eceees 393 60.09 | 23.03 44 | 5-48 | 3.29 | 7.67 | 100.0 
rig t Meleaska....:.0.:s00s dees 336 41.19 | 43.78 26 6.74 1.55 6.48 | 100.0 
tition, er yy 155 10.00 | 40.00 | 24.12 |....... -59 | 25.29 | 100.0 
nust be ero 248 64.09 re 3.87 2.11 7.04 100.0 
ae Prrrcrrrr 195 70.85 >) ae 4.48 2.69 6.73 | 100.0 
} capital Michigan. .......+-+se+eeeeeee 154 55.03 es eee 2.11 12.70 | 13.23 100.0 
y The Missouri .......0--seeeeeeeeee 123 64.33 9.56 3.82 5.09 3-82 | 13.38 | 100.0 
r ee eee ee ees 126 51.75 27.97 8.39 1.40 2.10 8.39 100.0 
ds vary Oklahoma........ adogs Perri 97 42.99 | 44.85 -94 1.87 2.80 6.55 | 100.0 
asee f Mountain and Pacific Division... 106 41.13 | 26.61 81 1.61 4-84 | 25.00 | 100.0 
$0 Middle Atlantic Division....... 65 58.82 12.94 1.18 4-71 8.23 14.12 | 100.0 
t states Southern Division.............. 65 77.77 ee ay Are rare 4.17 8.34 | 100.0 
; Prince Toul . ..:<:3<0e vane 4,719 41.71 | 34-33 | 10.86 | 3.04 | 2.17 | 7.89 | 100.0 
1) local WaREHOUSES od 
1M1ssion Mountain and Pacific Division... 119 27.69 | 63.84 |....... 1.54 3.08 3.85 | 100.0 
banks re oe TeTTTTTor. 58 55-55 31.75 1.59 1.59 3-17 6.35 100.0 
’ Southern LIVISION. . s+. seeeees 19 5 ER! ek ee re Se ypeyrrr 9.52 | 100.0 
»ckhold- Middle Atlantic Division... .... 10 NG AR a =e BRON: 10.00 | 20.00 | 100.0 
-oalie Total cocesececs ee beessen 206 38.39 50.89 45 1.34 3.13 5.80 100.0 
of the Grand Tetel iso: deu te oe 4,925 41.58 | 34.99 | 10.44 2.97 2.21 7-81 | 100.0 
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centage is 10. 


northwestern states obtain from 19% 
to 34% of their total from commission 
houses and from 10% to 24% from lo- 
cal banks, whereas the grain states as a 
whole show 11% and 42% respec- 
tively.* 

When considered from the point of 


ined on Mmview of different types of elevators, 
n states MB there are again marked differences. All 
facilities MMM line elevators obtain on an average 
borrow Mm $1% of their total from the head office, 
re fou MR 11% from local banks, 2% from com- 


mission houses, 1% from city banks, 
and the balance from various other 
sources. On the other hand, the indi- 


_——. 


to secure 
pts before 


; The figures are generalizations from the Report 
*! the Federal Trade Commission on the Grain 


ion on tht . 
rade, Vol. I, 1920, Pp. 234, 235. Minnesota and 
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"Report of the Federal Trade Commission on the Grain Trade, Vol. I, 1920, p. 350. 


{All Others”’ includes mills, stockholders, other local residents, other terminal grain dealers, and miscellaneous. The grand total for 
the mills is 1.36, but that it is in some localities an important source is shown for the elevators in Montana and the Mountain and Pacific 
Division, where the percentages are respectively 23.53 and 16.13; also for the warehouses in the Middle Atlantic Division, where the per- 


vidual type as a whole receives 65% 
from local banks, 17% from commis- 
sion houses, 5% from farmers, 3% 
from city banks, and the remainder 
from other sources. From another 
point of view, commission houses have 
been used more extensively by farmers’ 
cooperative elevators than by any other 
class of country houses.’ In fact, the 
growth of commission houses has par- 
alleled that of farmers’ cooperative 
elevators. 

Cooperative and independently owned 
elevators may be financed either by local 
banks or by commission houses in ter- 





South Dakota rely more extensively on local banks 
than North Dakota and Montana. 
9 Tbid. 
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minal markets. The local banks may 
advance funds to the elevator compa- 
nies on their straight unsecured notes. 
The extent to which this is done de- 
pends upon the financial condition of 
the elevator company and the personnel 
of the directors and officers. In many 
cases, however, collateral is required. 
The form of collateral varies consider- 
ably, such as mortgages on the elevator 
and equipment, endorsed notes, or ware- 
house receipts. In some instances indi- 
vidual stockholders give their personal 
notes. Banks are generally more rigid 
in collateral requirements than commis- 
sion houses. If the commission-house 
source is used, country elevators or 
shippers draw drafts on the commission 
houses up to 90% of the market value 
of the grain at the time of shipment. 
These drafts are collected through the 
local banks, which forward them to the 
Federal Reserve Bank or a city corre- 
spondent in the terminal market for col- 
lection. In some cases the commission 
firm contracts to receive the entire out- 
put of a country elevator, advancing 
funds or a line of credit amounting per- 
haps to from $10,000 to $25,000, in 
which instance the drafts are handled 
in about the same manner as that used 
by the line elevator companies. 

City banks are used directly, there- 
fore, only to a very limited extent in 
financing the operations of country ele- 





10Grain commission merchants, brokers, and deal- 
ers are generally incorporated. Some, however, 
have adopted the partnership form of organiza- 
tion. New grain firms are usually formed as a 
result of efforts on the part of those interested in 
going into the grain business for profits, and not 
by what might be called a “promotion sale” of 
stock. Some of the larger firms organize with a 
head office in Minneapolis, Chicago, or other mar- 
ket, and establish branch offices in other leading 
grain centers. The amount of capital subscribed 
by the stockholders is supplemented by funds which 
are borrowed from banks or other sources. Cham- 
bers of Commerce, Boards of Trade, and Grain 
Exchanges have been organized in the leading 
grain markets for the purpose of establishing cen- 
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vators. There is no doubt, howeve we 
that they perform a most useful seryice vat 
indirectly, by providing funds for Joca| cor 
banks and commission houses which as. am 
sist in a very large way the financing of 
country houses or elevators. shi 
Line elevators usually make arrange. 
ments with one or more local banks at in| 


points where their buyers are operat. sio 
ing, in order to facilitate the cashing 
and handling of grain tickets, though, 


as a matter of fact, they may be cashed to { 
at other banks. Such an arrangement to 
involves an agreement whereby the ele. him 
vator company either keeps a minimum cow 
balance with the bank or pays the local of 
bank a certain percentage of the _ 


amounts paid to farmers. Drafts are 
paid during the day as they are present. 
ed. The local bank then either draws 
a draft at the close of business on the selv 
terminal market for the amount paid pen 
out during the day, or handles the cash 
tickets as separate drafts. In communi- 
ties where there are no local banks, the 
elevator companies sometimes make 
similar arrangements with local mer- 
chants for handling these grain drafts offe 
as they are presented by the farmers. 


III. The Financing of Country Shippers 
by Commission Houses” 


Commission-house financing of cour see 
try shippers is common in the north 





tral trading points and facilitating the buying an tim 
selling of grain. These grain exchanges com hoy 
monly fix the rate of commission which may b 
charged by the brokers and dealers for the grail 
sold through the exchanges. Grain dealers and ma' 
merchants are regulated by the laws of the statt to : 
in which they are operating. 

The functions performed by grain firms are 0 
uniform. Some buy and sell only on a commis 
sion basis, while others buy grain outright on the ing 
own account, expecting to make a profit throug? 
a change in the price. The functions of comms 
sion merchants and brokers are at times carried sa 
on by men engaged in operating country or the | 
minal elevators or both, as well as by those bam ot 
dling futures on the Chicago Board of Trade. 



































































western grain states. The reasons” ad- 
vanced for this are the large volume of 
consignment business and competition 
among commission houses themselves. 
It is not relied upon to any extent by 
shippers in grain states farther south, 
as Kansas and Nebraska. The situation 
in this respect was stated by a commis- 
sion merchant and broker in Omaha as 


Owever, 
Service 
OF local 
hich as. 


acing of 


irrange- 
anks at 


operat. 

cashing follows: 

though, It is contrary to the rules of this Exchange 
> cashed to finance any country dealer or in any way 


to advance money or credit, which may help 
him to buy or store grain in the country. The 
country shipper may draw a draft, with bill 


igement 
the ele. 


inimum ‘ 
he local of lading attached, against his carload ship- 
of the ments, in such sum as shall not exceed 90% 


of the value of the shipment, which draft 


afts are is paid on presentation, and interest charged 
present: him at the rate of 7% until the day car is 
r draws unloaded. The terminal dealer, that is, our- 
; on the selves, must arrange to carry these drafts 


nt paid 
he cash 
ymmuni- 
nks, the 
; make 
al mer- 
1 drafts 
ners. 


pending arrival and unloading of grain. 


The method used by commission 
houses is to send out agents to solicit 
business and to make proposals as to 
price and amount of funds to be ad- 
vanced. Usually the commission houses 
offer to finance, without being requested 
by the elevator companies to advance 
funds. The percentage advanced runs 
from 60% to 80%, or more. In some 
cases all grain is to be shipped to the 
commission house; in others only a reas- 
onable amount is required. The amount 
of funds advanced takes the form at 


Ship pers 


yf coun 
» north: 


uying and times of a specific sum; more generally, 
ges com . 

plage however, the country elevator company 
the graia is given an open account under which it 


alers and 


> the state may draw on the commission house up 
e § 


toa fixed amount as business needs re- 
quire, 

_ To curtail or lessen the risk of financ- 
ing country houses, the commission 
merchants* watch the affairs of country 


— 


ns are not 
4 commis 
1t on their 
it through 
f commis- 
es carried 
ry or ter- 
hose hat- 
Trade. 


“Report of the Federal Trade Commission on 
the Grain Trade, Vol. I, 1920, p. 236. 
2 Ibid., p. 238, 
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elevators very closely, getting, in some 
cases, reports as to the volume of busi- 
ness handled, attitude and _ business 
ability of the managers and owners. 
Here, again, competition renders it next 
to impossible for the individual commis- 
sion house to secure adequate informa- 
tion. As a further protection, some 
commission houses require their borrow- 
ers to hedge, in order to lessen losses 
through price fluctuations in the market. 
It still no doubt remains true, despite 
the keen competition among commission 
houses, that they exert a very marked 
influence on country houses. To a con- 
siderable extent, the commission-house 
business of the Northwest in the last 
analysis rests upon the ability of these 
houses to finance the country shippers. 
The short-term financial requirements 
of commission merchants and grain deal- 
ers vary greatly throughout the year. 
The largest demand for funds comes 
from July to September, and further 
north, during the months of September, 
October, and November, when the 
farmers and country elevators are plac- 
ing large quantities of grain on the mar- 
ket, except in the Southwest. During 
this period the commission merchants 
are obliged to employ their credit ex- 
tensively. At other seasons the loans 
are less. Other things being equal, the 
volume of outstanding loans decreases 
through the winter and spring to a low 
point in the summer months. All loans 
should normally be “‘cleaned up” before 
the new crop comes on the market. 
All grain bought and sold on the ex- 
changes must be handled on a cash basis. 
Commission men and dealers must, 
therefore, provide themselves with sufh- 
cient capital to meet all obligations aris- 
ing under such a system of marketing. 
Credit arrangements are made by com- 
mission merchants, dealers, and brokers, 
according to their needs. All reputable 
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houses have an unsecured line of credit, 
though the banks may require the per- 
sonal endorsement of the officers of the 
company. Both local and city banks are 
used by grain dealers and merchants as 
a source of funds. In determining a line 
of credit to be given a commission mer- 
chant, banks are guided by the same 
principles which they follow in granting 
credit in other lines of business. 

The commission houses may make ar- 
rangements with their banks to handle 
the drafts as they arrive and charge 
them to their accounts. One commis- 
sion house in Minneapolis stated: 


Commission merchants are expected to 
carry enough balance in the bank to take 
care of their drafts. Sales are almost invari- 
ably for cash and subject to terminal weights 
which are reported to the State Weigh 
Master’s Office as soon as unloaded. The 
day after the cars are weighed these weights 
are secured by the various commission houses 
and invoices are promptly made, delivered, 
and paid the same day. This rule is inflexible. 


Under such agreements the house 
must carry accounts with the bank sufh- 
ciently large to meet its obligations. To 
a certain extent the grain drafts are pre- 
sented direct to the commission house, 
and payment made by check. 

Banks frequently extend large 
amounts of credit to commission men 
and dealers on a secured basis. These 
loans are often made to firms in addi- 
tion to the regular unsecured lines of 
credit which have already been referred 
to. Some of the grain concerns that 
are not well established financially are 
forced to rely largely upon secured 
loans. The grain being shipped or 
stored constitutes the great bulk of col- 
lateral used. When the bank supplies 
funds on a collateral basis, the commis- 
sion houses put up the bills of lading 
covering the grain in transit. As soon 


as the grain has been received and in-_ 
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spected, it is either sold or stored jy 
terminal elevators. If it is stored, ware. 
house receipts or storage tickets are 
substituted at the banks for the bills of 
lading, which are surrendered to the 
railroad company when the grain js yp. 
loaded. 

Banks demand and receive a fair mar. 
gin against all collateral loans. Under 
normal conditions the grain firm has no 
difficulty in securing 80% to 90%, or 
even more, of the value of the grain 
covered by warehouse receipts or bills 
of lading. Reliable firms find it com. 
paratively easy to secure, on this basis, 
all the funds they need in carrying on 
their business. 

Grain is sold largely for cash by the 
commission men and dealers. In cases 
where the grain is loaded from the ele. 
vators and goes out of town, sight or 
demand drafts are drawn against the 
buyer. These drafts, accompanied by 
bills of lading, weight and inspection 
certificates, are taken to the banks and 
discounted or left for collection. One 
large commission firm stated: “Grain 
that is sold ‘Free on Board’ to go out 
of town is subject to an advance of 90% 
of the value of the car on the basis of 
the sale price, and this advance must be 
paid before the car is released for ship 
ment.” 

Trust receipts are used by banks in 
terminal grain markets to a limited ex 
tent in financing the buying and selling 
operations of commission men and deal: 
ers. Since all grain must be handled on 
a cash basis and grain itself used a 
collateral against advances, trust ‘tt 
ceipts afford a means by which bank 
may surrender, temporarily, possessiot 
of the grain for the purpose of having 
it transferred from the cars to the ter 
minal elevators. They are also used 
cases where the grain is pledged at tit 
time of sale. Before the grain dealer 


ou 










































‘ored in can deliver the grain to the transporta- 
d, ware. tion company, the bill of lading or ware- 
kets are house receipt, as the case may be, must 
bills of be obtained. A trust receipt is given 
| to the to the bank covering the grain until a 
in is un- new bill of lading is obtained, which is 
| then exchanged for the trust receipt. 
air mar. 
Under IV. Financing by Terminal Elevators” 
n has no 
0%, or Whether the grain is sold locally or 
he grain shipped to other centers is generally de- 
or bills termined by the location of the terminal 
it com elevators. In Minneapolis there are 
ris basis, large milling interests, and most of the 
rying on good milling wheat received in Minne- 
apolis is ground there. Much of the 
h by the wheat received by the terminal elevators 
In cases in Duluth is used by mills in Buffalo or 
| the ele. other eastern cities. Some is exported. 
sight or Terminal elevators store and handle 
uinst the grain for others as much as possible, but 
anied by to a considerable extent they purchase 
ispection grain on their own account. Grain is 
anks and bought on the grain exchanges upon its 
mm. One merits from commission men. The stor- 
“Grain age rates charged by terminal elevators 
0 go out are usually fixed and uniform. The 
> of 90% Minnesota law requires terminal eleva- 
basis of tors to publish the schedule of rates in 
; must be September of each year. 
for ship. Grain bought on a cash basis is paid 
| for by check on receipt of the seller's 
banks in invoice. In case the grain is unloaded 
nited ex outside the terminal market, payment is 
id selling usually made by sight draft with docu- 
and deal: ments attached. Terminal elevators do 
ndled on not finance commission men and country 
used a elevators to any marked extent. They 
trust re do, however, advance funds against 
ch banks stored grain, holding the receipts as col- 
ossessi0n ae 
»f having 
) the ter: ‘Terminal elevators are organized and incor- 
o used in at with capital stock varying in amount with 
Size and capacity of the elevators or volume of 
ed at the business to be done. Although some terminal ele- 
in dealer vators are owned and operated in conjunction with 


line elevators, they are usually operated indepen- 
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lateral. Loans secured by terminal 
warehouse receipts are considered very 
desirable, both for local banks and 
banks located in large financial centers. 
They are reported to bear a low rate of 
interest. 

To meet their own needs, terminal 
elevators have substantial “lines of 
credit” at one or more banks. In addi- 
tion to the unsecured credit granted 
these elevators, their notes secured by 
warehouse receipts covering grain in 
storage are bought and sold readily and 
at a low interest rate in many of the 
leading financial markets throughout 
the United States. Loans to terminal 
elevators are greatest in the fall, when 
the crop is moving, and smallest in the 
late spring or summer, after the crop 
has been largely disposed of. 


V. Proposals for Improving the Mar- 
keting of Agricultural Commodities 


In the preceding pages an attempt 
has been made to suggest some of the 
problems and methods of farmers and 
others in the marketing of wheat, atten- 
tion having been directed toward the 
methods of financing the various mar- 
keting agencies. When the slump came 
in 1920, a large number of wheat pro- 
ducers, as well as a large number of 
farmers producing other commodities, 
were placed in very trying positions, if 
not actual bankruptcy. Many believed 
that the responsibility for this condi- 
tion rested almost entirely upon the 
method of marketing wheat. Would-be 
friends of the farmers began to offer 
suggestions and plans for abolishing or 





dently. Railroad companies sometimes own large 
terminal elevators. This was probably necessary 
during the earlier stages of the development of the 
grain business in the large centers because of the 
scarcity of capital. The general practice has been 
for the railroads to lease and not operate the ele- 
vators themselves. 
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TasLe II. PurcHases AND DistrisuTion oF Live Srock sy AGRICULTURAL 
CoRPORATION, 1924 
Number of Average poten 
Stock Numbe Cc A F. Pur- 4. 
toc umber ‘ost “——, per oe hay ——- oe Communities 
Dairy Cate... 6.5 osess 3,191 $255,491.18 $80.06 649 $393.67 I 
Breeding Ewes......... 31,869 294,626.67 9.24 655 449.81 























modifying the old system and for estab- 
lishing a new one, which would enable 
the growers to secure a larger share of 
the so-called consumer’s dollar, or, what 
amounted to the same thing, a higher 
price for the farmer when he sold his 
wheat. A large number of schemes or 
proposals were brought forth, for the 
purpose of assisting the farmers. Some 
of the more important of these were the 
following:** (1) Reduction of acre- 
age; (2) Increase in tariff; (3) Revi- 
sion of immigration laws; (4) Diver- 
sified farming; (5) McNary-Haugen 
Bill; (6) Agricultural Credit Corpora- 
tion; (7) Cooperative marketing and 
the Grain Marketing Company; (8) 
War Finance Corporation; (9) Feder- 
al Intermediate Credit Banks; (10) 
Assistance by Federal Reserve Banks. 


1. REDUCTION OF ACREAGE. Ab- 
normal war conditions caused a large 
increase in the acreage of wheat in the 
United States. After the close of the 
war there ceased to be a market for the 
great quantities of grain being pro- 
duced, resulting in a sharp fall in the 
price of wheat. The farmers have been 
urged to reduce their acreage in order 
to improve their situation. The reduc- 
tion has already taken place to some ex- 
tent, but even greater reduction is 
needed to keep the balance between sup- 
ply and demand. It is difficult to pre- 
dict at sowing time the demand for 





14In this article we shall treat the proposed 
remedies especially in their relation to the market- 
ing and financing of wheat; but the remedies also 
have a bearing on other agricultural commodities. 
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wheat at harvest, and to plant accord. 
ingly. An added difficulty is to produce 
the amount estimated in spite of the 
variable weather factor. Much of the 
reduction has been forced because of 
bankruptcy, through foreclosures of 
mortgages and through lack of funds 
to supply the necessary labor. 


2. INCREASE IN TARIFF. An in- 
crease of the tariff on imported wheat 
has been offered as one of the means 
of stabilizing the domestic wheat trade. 
This was a matter for the consideration 
of Congress, unless action was taken 
under the elastic provisions of the 
Fordney-McCumber tariff law. On 
March 7, 1924, President Coolidge did 
act under this provision and increased 
the rate on wheat from 30 to 42 cents 
a bushel, and on flour from 78 cents to 
$1.04 a hundred pounds. This affects 
Canadian wheat, which competes with 
the better grades of our spring wheat. 
Considerable quantities of spring wheat 
are imported, because our domestic pro- 
duction does not meet the demand. It 
is not believed that any manipulation ot 
tariff schedules on wheat would have 
substantial effect. 


3. REvIsION OF IMMIGRATION 
Laws. A modification of the immigra- 
tion laws along selective lines, so as to 
admit a larger supply of more efficient 
labor, is advocated by some persons 11 
the agricultural regions. These persons 
believe that this labor in working the 
farms would reduce wages and conse- 
quently the cost of producing; in enter: 
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ing industry it would eventually reduce 
the cost of manufactured articles. This 
assumes that the farmer’s market would 
remain as high as it is now, but with 
wages lowered, the price of farm prod- 
ucts would come down. Also, in reduc- 
ing the wages of laborers the tendency 
of the farmer would be to increase pro- 
duction and add to the already oversup- 
plied market. Besides, over three- 
fourths of the farm labor is done by 
the farmer and his family, and low 
wages would have little effect.*® 

4. DIVERSIFIED FARMING. There 
have been vigorous efforts to induce the 
farmer to produce more than a single 
commodity. These efforts took form 
in Congress in what is known as the 
Norbeck-Burtness diversification loan 
bill. The measure provided for an 
appropriation of $50,000,000 as a re- 
volving fund to be used in making loans 
to wheat farmers so that they might 
buy live stock—dairy cows, hogs, and 
hens. The bill failed to pass the Sen- 
ate, as the farmers feared it would stand 
in the way of price-fixing measures. 
Diversification has much to recommend 
it as an important way by which the 
farmers can help themselves. It is an 
old adage that one should not put all 
his eggs in one basket. This applies to 
the grain producer as well as to others. 


5. McNary-HAucEN BILL. There 
has been considerable sentiment in the 
United States in favor of the McNary-— 
Haugen Bill, providing for the forma- 
tion of a corporation with a capital 
stock of $200,000,000, the purpose of 
which was to buy and sell certain com- 
modities, in order to bring prices to a 
predetermined and artificial point, to 
dispose of the surpluses in foreign coun- 
tries, and, according to its own advance 


_ 


15 Warren, G. F., and Pearson, F. A., The Agri- 
cultural Situation, p. 293. 
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estimates, to assess every farmer in or- 
der to defray the cost of operation and 
the loss incurred in handling his prod- 
ucts. The assessment was to be pro- 
vided by part payment to the farmer 
in scrip, the value of which would have 
depended on the size of the government 
losses. The provisions were to become 
applicable when there was a surplus for 
export of certain commodities (among 
which was wheat) and when the domes- 
tic price was below the “ratio-price,” 
which was to have the same relation to 
the current “all commodities” index 
price of the Department of Labor as 
prevailed between 1905 and 1914. 

The fallacies of the policy embodied 
in this bill are many. It is clearly a 
price-fixing measure. There is the diffi- 
culty of determining just what consti- 
tutes “surplus.” Besides, foreign coun- 
tries probably would not sit idly by and 
watch America “dump”’ its surplus into 
their boundaries to the detriment of 
their own producers. Moreover, if the 
bill had been passed, it would have giv- 
en great impetus to production, with 
the result that even greater quantities 
of wheat would have to be disposed of 
by the government. Whether or not 
the farmer would receive more for his 
wheat after he paid his assessment 
toward the government’s loss remains 
a question. The value of the Depart- 
ment of Labor’s all-commodities index 
number as a base from which to com- 
pute ratio prices is doubtful. The 
wholesale price quotations used in 
the construction of this index do not 
reflect the prices paid to farmers. The 
McNary—Haugen Bill suffered defeat, 
largely through the influence of a group 
of legislators who felt that the sound 
way to help the farmers was to assist 
them in helping themselves. 

During the last session of Congress 
Representative Haugen introduced a 
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new bill (H. R. 12127) in the House. 
This bill, while it contained many of the 
provisions of the McNary—Haugen 
Bill, differed in two important particu- 
lars. First, it did away with the ratio 
price feature and proposed to rely upon 
an export corporation to operate in the 
market in buying, holding, or diverting 
commodities from the domestic market 
until the price would rise to the height 
of the tariff differential. Second, the 
new bill proposed to make the existing 
tariff schedules effective by eliminating 
the provisions basing the tariff upon the 
ratio price; that is, the relations be- 
tween agricultural prices and the prices 
of other commodities. 


6. AGRICULTURAL CREDIT CORPORA- 
TION. In the spring of 1924 the Agri- 
cultural Credit Corporation was formed 
as a result of the President’s conference 
on northwestern agriculture and finance. 
Its capital of $10,000,000 was private- 
ly subscribed by banks and other busi- 
ness corporations. Approximately half 
of this amount was subscribed by inter- 
ests in the East—around New York 
and Boston—the other half by banks lo- 
cated in Chicago, Minneapolis, and 
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other cities in or near the wheat. 
growing sections. 

The Corporation has made 236 loans 
to banks (of which 48 had been repaid 
as of December 27, 1924) to help 
stabilize the wheat industry. The large 
wheat crop and the upward trend of 
prices have improved the situation, so 
that the demand for aid has ceased, and 
the loans are being repaid. 

The Corporation is now devoting its 
efforts to making farming more proft. 
able through diversification. As eyi- 
dence of this it may be stated that up to 
December 23, 1924, live stock was pur- 
chased and distributed as shown in 
Table II, on page 42."* 

Other and more important proposals 
and measures which have been taken to 
remedy the financial situation in agricul- 
ture, including cooperative marketing 
work of the War Finance Corporation, 
developments of the Federal Reserve 
Intermediate Credit Banks, the inflv- 
ence of the Federal Reserve Banks, will 
be discussed and conclusions drawn in 
a subsequent article. 





16 National City Bank of New York, Monthly 
Letter, February 1925, p. 31. 








"i 
I’ 
a 
value 
and : 
prim: 
ondat 
in the 
indivi 
food, 
stitut 
needs 
tally 
in the 
Such 
the s 
comp 
oblig 
of a} 
tutior 
inal y 
tainir 
meet 
live it 
to ca 
ing t 
polici 
ness. 
after 
insur 
bank: 
Gern 
diate 
and | 
our ¢ 
is pr 








ELEMENTS OF INVESTMENT SAFETY 


By A. VERE SHAW 


two general classes: first, those who 

are interested solely in the real 
value of their capital and its return; 
and second, those who are interested 
primarily in the nominal value, and sec- 
ondarily but nevertheless fundamentally, 
in the real value of their capital. The 
individual, whose very life depends upon 
food, clothing, and shelter, and the in- 
stitution catering directly to the material 
needs of individuals are quickly and vi- 
tally affected by substantial fluctuations 
in the real value of their capital funds. 
Such investors are of the first class. Of 
the second class are banks, insurance 
companies, and other institutions whose 
obligations are chiefly for the payment 
of a fixed number of dollars. Such insti- 
tutions, simply by maintaining the nom- 
inal value of their capital fund by main- 
taining a sufficient number of dollars to 
meet dollar obligations, can continue to 
live indefinitely, provided nothing occurs 
to cause individuals and institutions us- 
ing them to withdraw deposits, cancel 
policies, and refuse to do further busi- 
ness. Something occurred in Germany 
atter the Armistice which put the life 
insurance companies and the savings 
banks out of existence. The rush of the 
German to transfer his marks imme- 
diately upon their receipt into goods 
and commodities is familiar to all. In 
our own country from 1918 to 1920 it 
is probable that our orgy of spending 
instead of saving was partly due to the 


| we gece may be divided into 





‘Consult an article entitled “Management Prob- 
lems of European Insurance Companies since the 
Armistice,” which appeared in the HArvarp 
BUSINESS Review, Vol. II, p. 398. 
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falling purchasing power of the dollar. 
At any rate, we tasted of the cup which 
Germany drained to the dregs. In 1921 
many highly regarded banking institu- 
tions and more than a few life insur- 
ance companies in this country were ac- 
tually insolvent. They had not suc- 
ceeded in maintaining even the nominal 
value of their capital. High interest 
rates and increased administration costs 
combined to depress the dollar value of 
assets below dollar liabilities. Condi- 
tions here, however, did not become so 
bad but that permission to rely upon 
amortized values instead of market val- 
ues succeeded in saving the day for many 
financial institutions. Stockholders, 
policy-holders, and depositors, however, 
took a loss in real value at that time 
which never has been made up and prob- 
ably never will be. A bank or insurance 
company is just as vitally interested in 
the real value of its fund, in the pur- 
chasing power of its every dollar, as the 
body of stockholders, policy-holders, or 
depositors who comprise it. 

Investors have always been familiar 
with the losses occurring by reason of 
fire, shipwreck, bad management, and 
so forth. Like insurers, therefore, 
they have come to diversifying their 
risks so as to take advantage of the law 
of averages. Losses due to fluctuation in 
the currency, however, are rarely noticed 
by the rank and file of investors because 
such losses accrue so slowly and so in- 
sidiously. Bankers, to whom many look 
for guidance in investment matters, have 
usually disregarded fluctuations of the 
currency because, even though severe, 
the harm to their institutions was only 
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slight and incidental. That there is any 
possibility whatever of the currency of 
our country ever dwindling in purchas- 
ing power to such an extent as to impair 
the solvency of his bank or his life insur- 
ance company would hardly be admitted 
today by more than one executive in 
fifty. But, for the sake of that one, for 
the sake of those who may realize that 
those institutions which do succeed in 
maintaining the real value of their 
assets will offer severe competition, and 
for the sake of individual and _ insti- 
tutional investors who have instead of a 
fixed dollar liability a bread-and-butter 
liability, shall we not inquire if there 
is not some principle whereby the main- 
tenance of the real as well as of the 
nominal value of a fund can be insured? 


Two Kinds of Capital 


Wealth consists of goods, cattle, land, 
ships, money, credit, and so forth. Con- 
stantly changing conditions increase or 
decrease, create or destroy the value of 
all kinds of wealth. No one condition, 
however, affects all wealth at the same 
time, in the same manner, or in the same 
degree. Causes of loss in one commod- 
ity usually affect only a few other com- 
modities, some adversely and others per- 
haps favorably, so that the adversity is 
not general. The law of averages af- 
fords the protection against such losses. 

There exists one form of wealth, how- 
ever, which appears always to be af- 
fected by conditions that affect the value 
of any and all other forms of wealth. 
If the Georgia peach crop is a failure 
this year, peaches will be “high’’; ex- 
pressed in another way, money will be 
cheap in terms of peaches. A failure 
in the peach crop alone, to be sure, will 
not cause much flurry in the purchasing 
power of money as regards commodities 
other than peaches, but let the failure 
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extend to grain, cotton, apples, ang 
other crops, and a general depreciation 
of the purchasing power of mone 
will be distinctly noticeable. Roughly, 
money, credit, and so forth, are set of 
against all other wealth and bear some. 
what the same relation to other wealth 
that the two arms of a balance bear to 
each other. Inherently, therefore, what. 
ever affects money favorably in terms 
of other wealth affects other wealth up. 
favorably in terms of money. Further. 
more, these opposite reactions are neces. 
sarily approximately equal. The failure 
of investors to recognize this important 
relationship between money and other 
wealth is responsible for a great deal of 
loss and suffering. 

For the sake of clarity let us describe 
more fully these two classes of wealth 
which more or less imperfectly balance 
each other on the economic scales and 
which separately or together make up 
the whole of every invested fund. Let 
us use the word ‘“‘money”’ to denote gold 
and all forms of money such as cash, 
checks, credit, which are money on hand; 
notes, bank acceptances, and so forth, 
which are money due shortly; bonds, 
mortgages, and other debts which are 
longer term money, but money never- 
theless. All these forms of money are 
cash, or obligations dischargeable by 
payment of a definite amount of cash. 
For all kinds of wealth except currency, 
wealth in exchange for which currency 
is alone useful, wealth which if in the 
right place is useful apart from its ex 
change value, let us use the term “util 
ity wealth.” Houses, ships, cattle, fac 
tories, stores, lumber, cotton, and 80 
forth, are examples of utility wealth. 4 
share of stock in a corporation repre 
sents part ownership in certain utility 
wealth. Dividends upon shares are paid 
in the form of money for convenience, 
but the amount paid is dependent upon 





































the production of that particular kind of 
utility wealth in which the corporation 


deals. 


and 
ation 
oney 
ghly, 
et off 
some: 
ealth 
‘ar to 
what- 
terms 
th un- 
rther. 
neces- 
ailure 
rtant 
other 
eal of 


Effect of a Depreciating Currency 


Under the condition of a depreciating 
currency the creditor, the bondholder, 
the mortgagee receives, when his debt 
is paid, the exact number of dollars (or 
units of other currency) agreed upon, 
but every dollar has deteriorated. Its 
buying power is impaired. He is thus 
robbed of part of his real wealth just 
as if money were actually stolen from 
his pocket. 

As the German mark depreciated, 
wealth was quickly and insidiously trans- 
ferred from one set of persons to an- 
other. The German debtor paid off 
his debts and corporations redeemed 
their bonds at an infinitesimal fraction 
of their original worth. The German 
Government, simply by redeeming its 
bonds, saddled the entire burden of its 
internal war debt upon the German 
bondholders, the poor being hit through 
the savings bank and the life insurance 
company. But not every one in Ger- 
many suffered by the fall of the mark. 
Persons owning shares in enterprises, 
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except money, did not lose any real 
wealth but on the contrary saw their 
nominal wealth increase by leaps and 
bounds. Persons who were farsighted 
enough to borrow, not lend, to sell, not 
buy, marks without limit at the close of 
the war, and to buy factories, stores, 
stocks of goods, and so forth, are men 
of enormous wealth today. Those who 
sold bonds and mortgages, withdrew 
their bank deposits, cashed in their in- 
surance policies, and with the proceeds 
bought shares of corporations, ‘com- 
modities, utility wealth of any kind, 
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maintained their real capital intact. 

This is the extreme example, to be 
sure, and for one not quite so extreme 
we might refer to France. But what 
has been our own experience over the 
last dozen years? In 1913 many fam- 
ilies in this country were living com- 
fortably on a fixed income of $5,000 a 
year. Only seven years later, in 1920, 
the same families, with the same in- 
comes, were suffering acutely because 
the cost of living had more than doub- 
led. On the contrary, business men and 
investors who during that period of in- 
flation and prosperity owned a substan- 
tial share in various industrial enter- 
prises, profited by the very conditions 
which caused losses to bondholders. 
The plight of some of our financial in- 
stitutions at that time has been alluded 
to.?, The difference between the mark 
and the franc and the dollar, after all, 
is only one of degree, not of kind. 


Effect of an Appreciating Currency 


As might be expected, the advantages 
and disadvantages are reversed under 
an appreciating currency. College pro- 
fessors, clerks, creditors, bondholders, 
persons with fixed salaries or incomes, 
Hetty Greens and Russell Sages, gain 
under this condition. Borrowers of 
money lose. Owners of goods also lose 
or appear to lose, but a factor is pres- 
ent here which merits careful analysis. 
A man owns, let us say, 1,000 bushels 
of wheat, wheat today being worth $1 
a bushel. Let us suppose that apples 
also are $1 a bushel. Suppose now that 
the dollar appreciates 100% in value. 





?On December 31, 1921, one domestic life insur- 
ance company reported a loss in market value be- 
low cost of over $64,000,000 on its bondholdings, 
over 10% of their original cost. In purchasing 
power at that time they were probably not worth 
half their original value. 
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His wheat is now worth only $500 but 
it can still be traded for 1,000 bushels 
of apples. Furthermore, it will make 
just as many loaves of bread and keep 
him alive just as long after the appre- 
ciation of money as before. Suppose, 
however, that conditions are reversed. 
Our man has $1,000 instead of 1,000 
bushels of wheat and then the dollar 
depreciates 50%; that is, goods double 
in value. The man would be badly off, 
indeed, now because he could buy only 
500 bushels of wheat on which he could 
live only half as long as on the wheat 
he was worth before depreciation of the 
currency. Adverse changes in the value 
of the currency, therefore, are much less 
harmful to the owner of utility wealth 
than to the owner of money.* From 
1873 to 1898 this country experienced 
a mildly appreciating currency, yet 
farmers, manufacturers, and merchants 
were comparatively prosperous. If a 
currency appreciated rapidly and to such 
an extent that its use as a circulating 
medium was entirely given up, it is still 
inconceivable that the real value of util- 
ity wealth would thereby be destroyed 
or even seriously impaired. 

As a practical matter, there probably 
can be no extreme appreciation of cur- 
rency that will compare with the pos- 
sible extreme depreciation as a disturber 
of wealth. History records the dis- 
appearance of many currencies through 
depreciation, few through appreciation. 
It would seem, therefore, that the per- 
son who owns only money places him- 
self in a position to gain moderately in 
real wealth if money appreciates and to 
lose greatly if it depreciates. The per- 





*This is an important point for the individual 
investor to bear in mind when he seeks investment 
advice from a bank. The bank, having simply 
a dollar liability, is not affected by these adverse 
changes as early or as vitally as the individual 
or the institution without a dollar liability. 
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son who owns only utility wealth yijj 
gain moderately if money depreciates 
and lose only moderately, if at all, when 
it appreciates. Consequently, if the 
chances of depreciation and apprecia- 
tion were exactly even, if every depre. 
ciation were in the course of time bal. 
anced by an appreciation, the person 
who invested only in utility wealth 
would be somewhat the gainer in the 
long run. But the chances are not even! 


Currency Depreciation or Currency 
Appreciation: Is There a Trend? 


There are more debtors in the world 
than creditors. Debtors outvote cred- 
itors in this country. Laborers clamor- 
ing for higher wages and farmers seck- 
ing higher prices for their products out- 
number manufacturers and _ financiers. 
Debtors who are benefited by the de- 
preciating dollar join with laborers, 
farmers, tariff-protected industries, and 
others, in reducing the purchasing power 
of the dollar. These classes appear to 
exert at least as great an influence upon 
government as do the forces of stable 
or appreciating money. In addition to 
this factor, facilities for exchanging 
goods and for the more efficient han- 
dling of money, checks, credit, and so 
forth, are likely to continue developing 
at a somewhat faster pace than the re- 
quirements of business will demand. 
Professor Fisher estimates that money 
will outstrip the growth of business by 
2% per annum for some years to come. 
From 1900 to 1914 the yearly depre- 
ciation in the purchasing power of 
money approximated this figure and 
from 1914 to 1920 the percentage was 
much greater. After a sharp rebound, 
the trend again appeared to be down- 
ward. Today it is hard to say what 
the trend is. Perhaps the economy pro 
gram of the government has checked any 
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downward course for a time. It has 
been the experience of the world on the 
whole, however, that its currencies tend 
to depreciate rather than to appreciate. 
Prices in England in 1450 figured on a 
gold basis were only one-sixth as high 
as in 1700. Prices today are higher 
than in 1700. The advancement of 
civilization, development of the world’s 
resources, new inventions and machin- 
ery appear to have been accompanied 
by increased prices and decreased cur- 
rency values. The world’s fund of util- 
ity wealth increases rapidly but the 
money supply increases a little more 
rapidly. 


Greater Yield of Utility Wealth 


Another factor materially affects our 
problem. Wealth not consumed is 
piled up as capital and produces more 
wealth. It yields a return. Utility 
wealth appears to yield more than 
money. Though few understand it, 
money is familiar to and used by all. 
Its exact yield at any particular time is 
a secret to no one. It is borrowed and 
used chiefly by the entrepreneur and 
chiefly for the purpose of being trans- 
lated into goods. Money would be of 
no use whatever, would not be bor- 
rowed, unless the goods into which it 
was translated returned on the average 
a greater yield than money. What any 
particular kind of goods or services can 
be made to yield, however, is best known 
only by the entrepreneur who deals in 
that particular kind of goods or services. 
He knows the possibilities of his busi- 
ness much better than the money lender 
does. Consequently, he usually makes 
the greater profit from the bargain. To 
be sure, he takes the risk, but his error, 
if he makes one, is usually on the side of 
overestimation rather than, underesti- 
mation of the risk. At times his fellow 


artificers, competing strenuously with 
him for money, increase the rate so that 
there is no margin between the yield of 
goods and the cost of money. Usually, 
however, the margin is and has been 
sufficient to allow business to grow and 
develop. Any institution which might 
have owned throughout the history 
of our country shares in its different 
business enterprises sufficiently diver- 
sified to constitute a cross-section of its 
industry would today command a pur- 
chasing power as greatly in excess of 
what it originally started with as the 
size and prosperity of our industries 
today outmeasure our early industrial 
beginnings. Perhaps this whole idea 
may be expressed in the simple state- 
ment that the fundamental interests of 
management lie, 99 times out of 100, in 
utility wealth rather than in money, in 
the common stock of a corporation 
rather than in its bond. 

It is inconceivable that all the utility 
wealth of our country should be des- 
troyed. It is hardly conceivable that it 
should be lost; this would mean slavery. 
It is barely conceivable that our cur- 
rency might depreciate to zero; that it 
might depreciate 50% or more every- 
body realizes by experience and the ex- 
perience has not been pleasant. If our 
economic structure should fail, money 
would become a non-essential, but not 
so wheat, coal, lumber, wool. Jn ex- 
tremis, therefore, utility wealth always 
retains real value while money does not. 


Investment Hedging 


We are now ready to inquire whether 
there is any principle by means of which 
the investor can protect himself against 
losses from changes in currency values 
just as he protects himself against losses 
from ordinary investment casualties by 
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applying the law of averages.* That 
there is such a principle has already been 
indicated in our discussion of the recip- 
rocal relation of money to utility wealth. 
Let us first examine an analogy. 

Fluctuations in the price of wheat 
were once the cause of great losses to 
the flour millers, the price of flour vary- 
ing constantly and directly with the 
price of wheat. Today, however, the 
miller insures himself against such 
losses. He sells future wheat to cover 
his purchases and buys wheat to cover 
the sale of his flour. Thus he assures 
himself of his grinding profit because if 
wheat goes down by the time his flour 
is ready for delivery, he makes his profit 
on the covering transaction. The same 
principle is today being used by the ex- 
porter who sells exchange to cover his 
contract and buys exchange to cover his 
payment. 

Looking into the mechanics of the 
miller’s procedure, we find he makes two 
transactions, taking two opposite posi- 
tions, one as a buyer, the other as a 
seller. No matter, then, whether wheat 
moves up or down in price, any harm 
that comes to him by reason of one 
transaction is exactly compensated for 
by the benefit he receives from the other 
transaction. In common parlance he is 
“hedged.” There is no “futures” 
market where utility wealth in the gen- 
eric can be bought and sold at fixed 
prices—such an institution might be ad- 
vocated instead of the stabilized dollar 
—but the investor can, nevertheless, 
take two opposite positions and accom- 
plish the very same result. He can own 
utility wealth and balance such owner- 
ship by the possession of money. If 
both classes of wealth were owned in 
equal amount, any ill effect of equaliz- 





“In the case of bonds the law of averages only 
minimizes the loss and a part of the interest rate 
is really a charge for insurance against loss. 
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ing fluctuations in the purchasing power 
of money (or in the cost of liv. 
ing)—no matter how extreme—would 
be entirely counterbalanced by corre. 
sponding benefits. Bearing in mind, how. 
ever, the greater yield of utility wealth 
and that currency fluctuations do not 
equalize but weigh more heavily on the 
depreciation side, it would seem that 
the greatest safety would be had by the 
individual investor (our first class) who 
placed the larger proportion of his in. 
vestment fund in utility wealth. This is 
the principle upon which certain inves. 
tors have been able to maintain and to 
increase their real wealth as our country 
has grown. Application of this prin- 
ciple, to be sure, varies for different in- 
vestors and will vary at different times 
as economic conditions change. But the 
principle does not vary. 


Illustration of Hedging 


The opposite courses taken by the 
real value of bonds and the real value 
of stocks during our own comparatively 
moderate currency fluctuation from 
1913 to 1920 are known to all. In- 
dividuals and institutions who balanced 
large bondholdings with large equity 
holdings were able to maintain their 
standards of living and activity. Those 
who owned only bonds suffered. Turn- 
ing to an extreme example again, if the 
German life insurance companies in- 
stead of having all their reserves in- 
vested in bonds had had-a substantial 
proportion in the shares of leading 
German industries, if indeed they had 
had a substantial proportion invested 
in so speculative a commodity as wheat 
or copper, they could have discharged 
their entire liability in marks and had 
billions in reserve; whereas their assets 
remained fixed in marks and dwindled 
to practically nothing in real value. 
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While that portion which was invested 
‘, bonds would have been lost, the 
portion that was in shares or commod- 
ities would have multiplied thousands 
of times in terms of marks in which the 
policies were payable, and every policy 
could have been paid off at face value 
without appreciably diminishing the 
reserve. 1. 

In 1906 the Armstrong Investigating 
Committee of the New York Legisla- 
ture, referring to life insurance com- 
panies, wrote: “Investments in stocks 
should be prohibited . . Long ago 
the Prussian Government refused ad- 
mission to its jurisdiction of any insur- 
ance company investing in stocks and 
the restriction has been found salutary 
and not burdensome.” Following the 
committee’s recommendations the Leg- 
islature enacted into law the policy 
which a little over a decade later was 
to stile the German life insurance busi- 
ness after it had managed successfully 
to weather a most disastrous war. 


Investment in Utility Wealth 


There is no hardship connected with 
an investment in utility wealth today. 
The time was when to make utility 
wealth of any sort yield a profit, a man 
had himself to go actively into business, 
to own a factory, a ship, or a store; to 
buy, sell, or fabricate. The number of 
businesses one man could manage or 
have a hand in was decidedly limited. 
In those days ownership of money, 
which permitted the investor to loll in 
comparative idleness, had some very 
real advantages over ownership of other 
wealth. But the old days are gone for- 
‘ver. Today a person can own a share 
ina business enterprise, in a thousand 
diferent enterprises, leave all the man- 
agement problems to hands far more 
capable than his own, and receive his 


yield with even less trouble than the 
coupon cutter must go to. He can buy 
shares of sound, established enterprises 
which in many cases and with good 
reason are held in as high esteem as the 
best of bonds. Investors have long been 
familiar with the fact that through the 
law of averages the insuring of wooden 
houses is made quite as safe as the 
insuring of stone houses. They are just 
beginning to realize that the principle 
can be successfully applied to shares in 
enterprises as well as to bonds, mort- 
gages, and other forms of money. 
Investing is simply applying to the 
ownership of capital the principles of 
insuring. Every security or commodity 
should be considered as a risk, only the 
good risks should be accepted, and those 
accepted should be carefully watched to 
see that they remain good. The expe- 
riences of some of the insurance com- 
panies in investing are helpful. As of 
December 31, 1923, all the Connecticut 
companies together (33) reported an 
appreciation on their stockholdings, 
market value over cost, of over $16,- 
000,000. This was more than enough 
to offset the entire depreciation on their 
bond fund which (at cost) was about 
8 times as large as their stock fund. 
The largest Connecticut company on a 
modest holding of stocks experienced 
12.15% appreciation and on a large 
bond fund, 1.28% depreciation. This 
company is one of the best among life 
insurance investors. The 10 largest 
life companies of the country as of 
December 31, 1923, averaged a depre- 
ciation of 6.39% on their bond invest- 
ments. The loss on their infinitesimal 
stockholdings exceeded this, but stocks 
had been under a ban for many years 
and in most cases practically only the 
dregs remained undisposed of. The 10 
largest fire insurance companies com- 
bined had approximately 29% of their 
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entire assets invested in stocks and 49% 
in bonds (practically nothing in real 
estate mortgages). Their bonds on 
this same date had depreciated only 
2/10 of 1% and their stocks had appre- 
ciated 17%. At no time during the last 
6 years (our calculations extend back 
no further) have these 10 fire com- 
panies together reported a depreciation 
on stocks, while on bonds in 1919 the 
depreciation was 5.96%. The bond 
fund probably shows a slight apprecia- 
tion today. The stock fund over these 
years showed appreciations ranging 
from 4.81% to approximately 20%. 
It goes without saying that the average 
yield of stocks has exceeded that of 
bonds. Much can be learned about 
scientific investing from certain fire in- 
surance companies.° 


Legal Restrictions 


When laws limit the investments of 
insurers or other institutions or indi- 
viduals to that class of wealth we have 
called money, or to any other narrowly 
defined class, the capital of such in- 
vestors is endangered. Germany made 
this error. The State of New York is 
today making it. This state has forced 
its life insurers out of stocks, not be- 
cause stocks had proved in the past 
unprofitable investments, but because 
through ownership of stocks and result- 
ing interlocking directorates the officials 
and directors of the companies were 
carrying on businesses other than insur- 
ance and were robbing policy-holders 
and_ stockholders. The Armstrong 
Committee recommended taking the 
scissors away from the child, and the 





*For a scholarly comparison of the results of 
stock ownership and bond ownership over a long 
period of time, the reader should refer to a recent 
study by Edgar Lawrence Smith entitled Common 
Stocks as Long-Term Investments, published in book 
form by Macmillan. 


Legislature forbade their use eyen jn 
proper manner. To accomplish the 
desired result it would have been neces. 
sary only to enact such a provision as js 
found in the Massachusetts law regard. 
ing domestic life insurers, namely: “No 
such company shall invest in, acquire or 
hold directly or indirectly more than 
10% of the capital stock of any cor. 
poration, nor shall more than 10% of 
its capital and surplus be invested jp 
the stock of any one corporation,” 
Many life companies have been throt. 
tled and others have voluntarily throt. 
tled themselves so that as a class life 
companies are less sound in their invest- 
ing and far more dangerously situated 
today than most of the practically un. 
hampered fire companies. Professor 
Arthur Stone Dewing has well said with 
reference to savings-bank investments 
that they are “determined by arbitrary 
state laws, representing, for the most 
part, the vague and uncritical invest- 
ment sentiment of the preceding genera- 
tion.” The same could be said of 
insurance company investments in many 
instances. 


Utility Wealth and the Investor 
with Dollar Liability 


The contracts of the fire insurance 
company are for so short a period that 
adverse changes in currency values can 
be compensated for by adjustment o! 
premiums. The bank, however, whose 
total liability might possibly become 
payable in a single day and at a most 
unfavorable time, or the life insurance 
company whose obligations run ior 
years at fixed premiums, could not but 
view with alarm any diminution in the 
quantity of dollars for which its entire 
capital could be exchanged. Such insti- 
tutions, however, build up large reserves 
to cover contingent losses, so why not 
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a reserve to cover whatever temporary 
losses might be experienced at the 
ime of inauguration of a policy of 
owning utility wealth? Ifa favorable 
time were selected, it is doubtful if 
there ever should be any real or nom- 
‘nal loss on utility wealth as there can- 
not help being in the case of money. 
Any loss that would for a time exist 
should be wiped out in the course of a 
very few years, provided the investment 
principles followed are the same as 
those applied in the underwriting de- 
partment. Any valuation of utility 
wealth analogous to amortization of 
money funds should not be permitted. 

Just when an institution interested in 
nominal value begins to become inter- 
ested in real value depends upon its 
oficers, stockholders, policy-holders, de- 
positors, and so forth. When the XYZ 
Insurance Company, however, by sound 
and careful investment is enabled to pay 
bigger policy dividends to John Smith 
so that he can buy more insurance for 
the protection of his family as it grows 
larger and as the purchasing power of 
the dollar grows smaller—Smith knows 
more about the dollar than he used to— 
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let the ABC Insurance Company look to 
its net costs. Nothing will bolster up 
and make effective sound banking and 
sound underwriting practice more than 
sound investment practice. 

Every important insurance company 
has its actuary who studies the mortality 
and casualty rates, experiences, condi- 
tions, trends, and so forth. Every im- 
portant bank has its economist. Is it 
not known that there is a casualty rate 
among different classes and types of 
investment securities, businesses, com- 
modities, and so forth? Is it not known 
that this rate is constantly changing and 
that in many instances there is a distinct 
trend in a certain direction? Is it not 
possible that new types of risks may 
become profitable and old types un- 
profitable? And is it not possible by 
changing a proportion now and then, 
loading here, subtracting there, weeding 
out elsewhere, to take advantage of 
favorable conditions and to set up safe- 
guards against adversity? Let the 
actuarial science furnish the example, 
and its accomplishments the incentive, 
for the early development of a true 
science of investment. 


TIIT CATATT ARRPRCUANT ANT) THE TARQF STORE AS? 








CAN THE SMALL MERCHANT COMPETE 
WITH THE LARGE STORE? 


By C. E. FRASER 


AN the small merchant compete 
with the large store? As the 


volume of business increases in a 
mercantile firm, is there a substantial re- 
duction in operating expenses? Will 
the large store ultimately drive the small 
merchant out of business? These ques- 
tions are of interest not only to mer- 
chants but also to consumers who are 
coming to a keener realization every 
day that a large part of their income 
goes to pay the costs of distribution. 

It frequently is stated that there are 
too many retailers and that the price of 
food and other necessities is high be- 
cause it is necessary to support many 
small stores when a few large stores 
could do this work more efficiently. The 
merger of small stores into a large or- 
ganization is urged on the basis that this 
step will result in greater economies 
which will be reflected in lower prices 
to the consumer. In support of this 
theory the low prices offered by chain 
stores and by large department stores 
during special sales frequently are cited. 

In manufacturing, it generally is un- 
derstood that in many lines as the 
volume of production increases, the cost 
per unit decreases. There are certain 
economies resulting from large-scale 
production such as the specialization of 
labor, the purchase of great quantities 
of raw materials at low prices, and the 
efficient use of machinery. This saving 
is said to make it possible for the big 
manufacturer to sell at lower prices than 





' Bulletin No. 44, “Operating Expenses in De- 
partment Stores in 1923.” Harvard Bureau of 
Business Research. 













the small manufacturer and at the same 
time to make a larger profit. But does 
this condition apply to retailing? 


I. Net Profit 


An analysis of the statements of 650 
department stores! for 1923 as shown 
in Table I indicates that stores with an 
annual sales volume of over $1,000,000 
obtained a net profit of 3.6 cents out of 
every dollar received, while stores with 
an annual sales volume of less than 
$1,000,000 obtained a net profit of only 
1.9 cents. That this condition is not the 
result of only one year’s experience is 
shown by a study of reports submitted 
for previous years. In 1922, for ex 
ample, the net profit for stores with a 
sales volume of over $1,000,000 a year 
was 3.4 cents out of each dollar re- 
ceived, as compared with a net profit of 
0.7 cents for stores with a sales volume 
of less than $1,000,000 a year. The 
figures for 1921 show a similar trend. 

Corroborative evidence of the ten 
dency for large stores to show a rela- 
tively high rate of profit is found in 
Tables II and III, in the figures sub- 
mitted from other trades. In 1923, re- 
tail shoe stores 2 with sales of less than 
$30,000 a year showed a net loss of 
0.7% of net sales; firms whose sales 
were $30,000 to $49,000 received a net 
profit of 1.9%; firms whose sales wert 
$50,000 to $99,000 received 1.8%: 
firms whose sales were $100,000 ‘0 





2 Bulletin No. 43, “Operating Expenses in Retail 
Shoe Stores in 1923.” Harvard Bureau of Busi- 
ness Research. 
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g249,000 received 3.1%; while firms 
with a sales volume of over $250,000 
eceived a net profit of 2.8%. 

Similarly, in the retail grocery trade,* 
the net loss for stores with annual sales 
of less than $30,000 was 0.3% of net 
ailes. At the same time, the net profit 
for stores with sales of $30,000 to 
s49,000 was 1.8%; for stores with 
sales of $50,000 to $99,000, 2.1% ; for 
sores with sales of $100,000 to 
$149,000, 2.3% 3 and for stores with 
sales of over $150,000, 1.9% of net 
sales. In the retail grocery as well as 
the retail shoe trade a diminishing rate 
of profit in the highest volume group 
suggests that there is a limit to the ad- 
vantages of increased business beyond 
which diminishing returns are apparent. 


I]. Relation of Expense to Volume of 
Sales 


On the surface, the relatively high 
rate of net profit of the large stores 
would indicate that there are marked 
economies in operating expenses result- 
ing from large-scale operation. As a 
matter of fact, however, the rate of ex- 
pense actually increases as the volume 
of sales becomes greater. 

Out of every dollar received in 340 
department stores with sales of less than 
$1,000,000 in 1923, 26.3 cents were 
spent for operating expenses. At the 
same time, in 163 department stores 
having a volume of sales over $1,000,- 
000 a year, the amount spent for operat- 
ing expenses was 28.4 cents. In other 
words, these larger firms had an average 
operating expense of 2.1% of net sales 
more than the smaller firms. A some- 
what more detailed analysis of the re- 
Ports received from department stores 
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Taste I. Expenses AND Prorits in De- 
PARTMENT STORES ACCORDING TO VoL- 
UME OF SALES IN 1923 
(Net Sales = 1007) 








Less than | $1,000,000 
$1,000,000 | and 

















Item Number of Firms 
403 | 163 
Salaries and Wages.......... 14.2% 15.4% 
I vcs onc vecand 2.0 2.9 
ES aes Py ee 2.3 2.8 
Pixie 0) cad Dale 2.5 1.8 
Other Expenses............ §.25 5.5 
Total Expense......... 26.3% 28.4% 
| ESS ae 28.2 32.0 
EE sak sees eosin done 1.9 3.6 
Stock-turn (times a year).... 2.4 3-7 








for 1921 and 1922 as shown in Table 
IV indicates that this tendency of the 
large stores to have a relatively high 
rate of expense is a normal occurrence. 

These phenomena are not surprising 
if one will but consider for a moment 
the type of service which the large de- 
partment store renders. In the first 
place, larger stores usually are located 
in the heart of the shopping district of 
a city where rent expense is proportion- 
ally higher than on the side streets or 
in the smaller towns. An expansion not 
only requires larger buildings, but fre- 
quently more elaborate construction to 
make the store stand out as equal or 
superior to the surrounding establish- 
ments. As a result, large stores have a 
high initial rent expense and must ac- 
quire additional floor space at a still 
higher ratio of net sales. 

With an imposing building there is 
the desire to increase the reputation of 
the store by furnishing appointments or 
conveniences in keeping with its develop- 
ment. Rest rooms usually are provided 
for customers; uniformed delivery men 
and distinctively painted trucks are 
maintained; elaborate shopping bureaus 
are started for the benefit of customers 
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CAN THE SMALL MERCHANT COMPETE 
WITH THE LARGE STORE? 


By C. E. FRASER 


with the large store? As the 

volume of business increases in a 
mercantile firm, is there a substantial re- 
duction in operating expenses? Will 
the large store ultimately drive the small 
merchant out of business? These ques- 
tions are of interest not only to mer- 
chants but also to consumers who are 
coming to a keener realization every 
day that a large part of their income 
goes to pay the costs of distribution. 

It frequently is stated that there are 
too many retailers and that the price of 
food and other necessities is high be- 
Cause it is necessary to support many 
small stores when a few large stores 
could do this work more efficiently. The 
merger of small stores into a large or- 
ganization is urged on the basis that this 
step will result in greater economies 
which will be reflected in lower prices 
to the consumer. In support of this 
theory the low prices offered by chain 
stores and by large department stores 
during special sales frequently are cited. 

In manufacturing, it generally is un- 
derstood that in many lines as the 
volume of production increases, the cost 
per unit decreases. There are certain 
economies resulting from large-scale 
production such as the specialization of 
labor, the purchase of great quantities 
of raw materials at low prices, and the 
efficient use of machinery. This saving 
is said to make it possible for the big 
manufacturer to sell at lower prices than 
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the small manufacturer and at the same 
time to make a larger profit. But does 
this condition apply to retailing? 


I. Net Profit 


An analysis of the statements of 650 
department stores! for 1923 as shown 
in Table I indicates that stores with an 
annual sales volume of over $1,000,000 
obtained a net profit of 3.6 cents out of 
every dollar received, while stores with 
an annual sales volume of less than 
$1,000,000 obtained a net profit of only 
1.9 cents. That this condition is not the 
result of only one year’s experience is 
shown by a study of reports submitted 
for previous years. In 1922, for ex- 
ample, the net profit for stores with a 
sales volume of over $1,000,000 a year 
was 3.4 cents out of each dollar re- 
ceived, as compared with a net profit of 
0.7 cents for stores with a sales volume 
of less than $1,000,000 a year. The 
figures for 1921 show a similar trend. 

Corroborative evidence of the ten- 
dency for large stores to show a rela- 
tively high rate of profit is found in 
Tables II and III, in the figures sub- 
mitted from other trades. In 1923, re- 
tail shoe stores 2 with sales of less than 
$30,000 a year showed a net loss of 
0.7% of net sales; firms whose sales 
were $30,000 to $49,000 received a net 
profit of 1.9%; firms whose sales wert 
$50,000 to $99,000 received 1.8%; 
firms whose sales were $100,000 (0 
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Shoe Stores in 1923.” Harvard Bureau of Bus 
ness Research. 
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s149,000 received 3.1%; while firms 
with a sales volume of over $250,000 
eceived a net profit of 2.8%. 

Similarly, in the retail grocery trade,* 
the net loss for stores with annual sales 
of less than $30,000 was 0.3% of net 
sales. At the same time, the net profit 
for stores with sales of $30,000 to 
¢49,000 was 1.8%; for stores with 
sales of $50,000 to $99,000, 2.1% ; for 
sores with sales of $100,000 to 
s149,000, 2.3%; and for stores with 
sales of over $150,000, 1.9% of net 
sales. In the retail grocery as well as 
the retail shoe trade a diminishing rate 
of profit in the highest volume group 
suggests that there is a limit to the ad- 
vantages of increased business beyond 
which diminishing returns are apparent. 


Il. Relation of Expense to Volume of 
Sales 


On the surface, the relatively high 
rate of net profit of the large stores 
would indicate that there are marked 
economies in operating expenses result- 
ing from large-scale operation. As a 
matter of fact, however, the rate of ex- 
pense actually increases as the volume 
of sales becomes greater. 

Out of every dollar received in 340 
department stores with sales of less than 
$1,000,000 in 1923, 26.3 cents were 
spent for operating expenses. At the 
same time, in 163 department stores 
having a volume of sales over $1,000,- 
000 a year, the amount spent for operat- 
ing expenses was 28.4 cents. In other 
words, these larger firms had an average 
operating expense of 2.1% of net sales 
more than the smaller firms. A some- 
what more detailed analysis of the re- 
ports received from department stores 
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(Net Sales = 100%) 
Less than | $1,000,000 
$1,000,000 | and Over 
Item Number of Firms 
403 | 163 
Salaries and Wages.......... 14.2% 15.4% 
RS ae 2.0 2.9 
Meals hides cade 2.3 2.8 
IG ie visio a btipnly « <cilahakeb 2.5 1.8 
Other Expenses............ §.26 5.5 
Total Expense.......... 26.3% | 28.4% 
INS 0 ook... nine dices 28.2 32.0 
Re ee 1.9 3-6 
Stock-turn (times a year).... 2.4 3-7 
for 1921 and 1922 as shown in Table 


IV indicates that this tendency of the 
large stores to have a relatively high 
rate of expense is a normal occurrence. 

These phenomena are not surprising 
if one will but consider for a moment 
the type of service which the large de- 
partment store renders. In the first 
place, larger stores usually are located 
in the heart of the shopping district of 
a city where rent expense is proportion- 
ally higher than on the side streets or 
in the smaller towns. An expansion not 
only requires larger buildings, but fre- 
quently more elaborate construction to 
make the store stand out as equal or 
superior to the surrounding establish- 
ments. As a result, large stores have a 
high initial rent expense and must ac- 
quire additional floor space at a still 
higher ratio of net sales. 

With an imposing building there is 
the desire to increase the reputation of 
the store by furnishing appointments or 
conveniences in keeping with its develop- 
ment. Rest rooms usually are provided 
for customers; uniformed delivery men 
and distinctively painted trucks are 
maintained; elaborate shopping bureaus 
are started for the benefit of customers 
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who are away for the season, or who 
wish merchandise sent out for selection 
with the option of returning all or part 
of the goods. Nursemaids also are pro- 
vided to look after the children while 
the mother shops about the store, and 
usually a playroom is provided for the 
children’s entertainment. Restaurants, 
which are utilized to full capacity but 
once on each week day and not at all on 
Sundays or holidays, are unable to op- 
erate at prices which will permit them 
to meet the expense of operation. 

Obviously, the management of a 
large store considers these services im- 
portant in securing new customers or 
holding old patrons of the store. There 
is no doubt that this factor has an im- 
portant bearing on the total volume 
of business. It must be remembered, 
however, that the maintenance of these 
services is expensive, and that the 
smaller stores are not burdened with 
this additional load. 

An increase in the volume of sales, 
furthermore, requires the employment 
of a larger sales force. Salaries and 
Wages constitutes the largest single 
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item in the cost of doing business, |; 
the additional volume could be secured 
by an increase of sales during the dull 
hours, an increase in volume might re. 
sult in a lower rate of expense. Ap. 
parently, however, the average volume 
of sales per salesperson is not much 
greater in a store with a volume of sales 
of $5,000,000 or $10,000,000 than it js 
in a store with sales of less than 
$500,000. Increased sales volume, fur. 
thermore, often requires the addition of 
expensive lines of merchandise, which, 
in turn, necessitates a greater amount of 
personal attention on the part of sales. 
people in waiting on customers. For 
this type of work, more highly paid 
salespeople are needed. With the in- 
crease in the size of the pay-roll comes 
a decrease in the amount of direct super- 
vision and personal direction which can 
be given by the general manager. Ad- 
ditional executives with junior assistants, 
therefore, must be employed for the di- 
rection of this large force. 

This burden is most pronounced in 
the increase of non-selling employees. 
It is safe to say that in the average de- 

















Tasie II. Expenses AND Prorits in Retait SHOE Stores ACCORDING TO 
VOLUME OF SALES IN 1923 
(Net Sales = 100%) 

Group A Group B Group C Group D 

Net Sales Less $30,000- $50,000- $100,000- 

Item than $30,000 $49,000 ,000 $249,000 

Number of Firms 

94 115 133 Tor 

Salaries and Wages.............| 15.7% 13.6% 13.7% 15.1% 
PR tins aks > + 94-5050 46 >a 2.0 2.2 3 2.3 
Saas otRh WS dane soo theta wets 3-3 2.8 3-7 3:8 
eS a re eer 3-7 2.8 2.7 2.2 
Ocher Expamess..............:, 3-6 43 4-4 4.1 

Total Expense... .......... 27.8% 25.5% 26.7% 27.5% 
Gains ns oon baeden 27.1 27.4 28.5 30.6 
Net Profit or Loss..............| 07* 1.9 1.8 3.1 
Stock-turn (times a year)....... 1.4 1.8 2.0 2.2 























* Loss. 
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Taste III. Expenses AND Prorits In Reratt Grocery Stores AccorDING TO 
VoLUME OF SALES IN 1923 
(Net Sales = 100%) 
pay Group A Group B Group C Group D Group E 
Net Sales Less ; 5 5 
Item ans $30,000 tean my Saas atte 
Number of Stores 
52 94 : 178 65 82 
Salaries and Wages..........--.] 11.2% 10.6% 10.3% 10.3% 11.0% 
Advertising......-.-2+se+seees-f 12 0.25 0.3 0.35 0.4 
Rent........+.250n see 1.8 1.§ 1.2 1.2 1.2 
Snsevest......+++s00 0s ae 1.2 1.0 1.0 1.0 0.9 
Other Expenses..........-.--+. 3-9 3.85 4.1 4.55 4:3 
Total Expense............- 18.3% 17.2% 16.9% 17.4% 17.8% 
Gross Margin........+- neksseees 18.0 19.0 19.0 19.7 19.7 
Net Profit or Loss............--| 0.3% 1.8 2.1 2.3 1.9 
Stock-turn (times a year)....... 8.2 8.9 10.6 10.5 11.0 























* Loss. 


partment store with sales of over 
$10,000,000 a year, only 40% of the 
total number of people on its pay-roll 
are engaged in selling merchandise. 
The other 60% are, for the most part, 
clerks in the receiving, marking, de- 
livery and stock departments, office 
workers, and supervisors. 

The merchandise division, for ex- 
ample, is under a merchandise manager 
who has under him several assistant and 
division merchandise managers who in 
turn control the buyers for each mer- 
chandise department. In the service 
division there is the store superintendent 
with his personnel assistants and floor 
managers. Since the buyers who are 
the heads of the departments often are 
in the primary markets purchasing mer- 
chandise, there has been a tendency to 
secure better floor managers to supervise 
the sales force. The financial division 
is under the controller who usually has 
charge of the financial records, sales 
audits, and office work. 

This type of organization has been 
developed, partially at least, on the 
theory that specialization of labor en- 
ables salespeople to sell more effectively. 


This type of store, however, should be 
compared with a small firm maintaining 
a force of 21 people of which 18 are 
selling and only 3 are non-selling em- 
ployees. 

A customer is disappointed if the 
article she desires is out of stock or if 
the merchandise from which she must 
make her selection is shopworn or out 
of style. In place of personal super- 
vision of stocks by the general man- 
ager, more complicated records are in- 
stalled for the control of inventory. 
The increase in cost of this step is ap- 
parent in the buying, indirect selling, 
and delivery pay-rolls. 

More money is spent for advertising 
space by stores with a large volume of 
sales. In 1923, department stores hav- 
ing a volume of sales of less than 
$1,000,000 for 1923 spent 2% of net 
sales for advertising, while stores doing 
a business of over $1,000,000 a year 
spent almost 3% of net sales for adver- 
tising. In order to build up a large 
volume of trade, stores are forced to 
advertise extensively over a greater area 
than they would otherwise serve. To 
reach these more remote customers re- 
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quires a proportionately greater outlay.‘ 

Department stores, however, are not 
alone in this tendency for the rate of op- 
erating expense to increase more rapidly 
than the volume of sales. A study of 
the expense percentages for retail cloth- 
ing stores in 1914, 1918, and 1919, as 
indicated in Table V, yields additional 
evidence. In each of these years the 
ratio of expense to net sales was greater 
for stores with sales of less than 
$40,000 a year than for stores with 
sales of $40,000 to $80,000. Stores 
which developed a larger volume of 
sales, however, had an increasing ratio 
of expense. 

The same tendency is evident in the 
retail shoe trade, as shown in Table VI, 
although with a slight modification. 
Stores with a net sale of less than 
$30,000 a year in 1923 had a total ex- 
pense of 27.8%; stores with sales be- 
tween $30,000 and $49,000 a year, 
25.5%; stores with sales between 
$50,000 and $99,000, 26.7%; stores 
with sales between $100,000 and 
$249,000, 27.5%; stores with sales 
over $250,000, 32%. A similar trend 





*“For the reasons just stated, it seems to me 
logical to expect that the ratio of total expense 
to sales should at least remain constant as the 
volume increases, and it is not at all surprising 
that the ratio is somewhat higher with the larger 
volume of sales because of the necessity for more 
elaborate, complicated systems of control. The 
amount of supervision that can be exercised by a 


Tasie IV. 
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is found in the figures for previous 
years. 

It would seem, therefore, that a shoe 
store having a volume of sales of Jess 
than $30,000 a year is not managed as 
efficiently as the larger stores. Doubt. 
less numerous firms in this class were not 
in position to increase their sales volume 
readily. This obstacle, presumably, was 
the cause for the high rate of expense, 
since a comparison of the average ratios 
for rent and total salaries and wages 
with other groups indicates that an in- 
crease in sales would not require larger 
space or additional employees. 

The same tendency is evident in the 
retail grocery trade from the figures in 
Table VII where stores having less than 
$30,000 volume of sales have a much 
higher expense than stores with a 
volume of sales of $50,000 to $99,000. 
Beyond this point, however, the ratio 
of expense to net sales increases with 
every increase in the volume of business. 

The reason for this situation un- 
doubtedly lies in the distinctly local 
character of the retail grocery business. 
If a retail grocery firm undertakes to 





single individual is limited by human factors, and 
consequently more elaborate organization and heav- 
ier overhead expense tend to follow an increase 
in volume of sales, after a certain point is reached.” 
“Relation of the Volume of Sales to the Cost of 
Doing Business,” address delivered by M. T. Cope- 
land at Convention of the Controllers’ Congress, 
June 18, 1924. 


DEPARTMENT SToRES—ToTAL ExpENSE AccorpING TO VOLUME OF SALES 


(Net Sales = 100%) 


























Less than $250,000- $500,000- $1,000,000- $4,000,000- Over 
Year $250,000 $499,000 $999,000 $3,999,000 #,9,999000 | $10,000,000 
4 28.7%* 
26.62 7.6% : { 
192! YC 27.6% 28 3% 28.5%t ‘i 
1922 26.4 27.5 28.3 28.4 29.0% 29.57 
1923 25.4 | 26.6 27.6 28.5 28.2 27.8 











Figures compiled by the Bureau 
of Business Research, Harvard 
University. 


*Net Sales = $1,000,000-$2,490,000. 
tNet Sales = $2,500,000 and over. 
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Tape V. Reram CLorHinc—Torar Expense AccorDING To VOLUME OF SALES 
(Net Sales = 100%) 
———— 

: Less than $40,000- $80,000- $180,000 
aed $40,000 $80,000 $180,000 and Over 
1914 22.56% 23.88% 25.92% 26.59% 
1918 21.17 21.23 24.33 26.17 
1919 19.00 18.12 20.52 24.03 











‘ncrease its business above $150,000 a 
year, it usually must seek to attract 
patronage from a wider trading area 
than its local neighborhood. To do this, 
it must advertise more extensively or 
develop the sale of specialties. As a 
result, operating expenses tend to in- 
crease more rapidly than do sales, since 
the buying habits of customers are such 
that they usually purchase groceries at 
the more conveniently located stores. 


III. Gross Margin and Rate of Stock- 
Turn 


Obviously the large stores would not 
be able to cope with this burden of a 
high rate of expense were it not for the 
fact that their gross margin is larger 
than that of the small stores. Refer- 
ring again to Table I on department 
stores, one finds that those firms with a 
sales volume less than $1,000,000 had a 
gross margin of 28.2% of net sales, as 
compared with a gross margin of 32.0% 
for stores with a volume of sales over 
$1,000,000 a year. Does this indicate 
that the large stores charge higher prices 
than the small stores? Are the large 
stores able to buy at such low cost that 
they are able to secure a decided advan- 
tage? Or is this large gross margin the 
result of more efficient buying and more 
efhcient control ? 

Because of the keen competition and 
the close comparison that shoppers 


Figures compiled by the Bureau of Business Research, Northwestern University. 


make between different stores, it does 
not seem probable that this large mar- 
gin is the result of charging substan- 
tially higher prices. On the contrary, 
it frequently has been found that the 
larger stores actually sell merchandise 
at lower prices than do many of the 
smaller stores. Some other reason must 
be the cause for this phenomenon. 

There has been a growing conviction 
that large stores have a decided buying 
advantage over smaller stores because 
of their size. The orders placed are 
so large that manufacturers are glad to 
make price concessions in order to 
secure this amount of business. Not 
infrequently in shopping about the pri- 
mary market, a large store makes an 
extremely favorable contract with a 
manufacturer who has gotten into finan- 
cial difficulty. In return for the store 
agreeing to take his entire output and to 
pay part of the price in advance, the 
manufacturer often will sell his product 
at less than cost. Even those manufac- 
turers who have not become involved 
financially often make exceptional price 
concessions in order to secure a large 
order which will increase their volume 
of sales and hence help to reduce their 
overhead per unit of product. 

There is undoubtedly a tendency on 
the part of small stores to join buying 
associations in order to acquire the ad- 
vantages of large-scale purchasing. The 
great majority of these stores, however, 
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either are not in position to join a buy- 
ing association or have not been con- 
vinced of the efficacy of joining such 
an organization. 

Important as are the advantages of 
large-scale buying, a still more vital fac- 
tor in securing a high gross margin for 
the large store is its more efficient buy- 
ing and its better control of inventories 
as shown by the relatively high rate of 
stock-turn. As shown in Table I, de- 
partment stores in the large-volume 
group had an average stock-turn of 3.7 
times a year as compared with only 2.4 
times a year for stores in the small- 
volume group.® The most direct results 
of the higher ratio are observed in the 
case of interest expense inasmuch as the 
interest on money invested in inventory 
constitutes a material part of total inter- 
est. This conclusion is substantiated by 
the fact that the large stores had an 
interest expense of only 1.8% while the 
small stores had an interest expense of 
2.5%. Were it not for the assistance 
of a more rapid rate of stock-turn, 
stores in the large-volume group would 
have a still higher rate of total expense. 

The value of the efficient manage- 
ment which results in a high rate of 
stock-turn for the large store is still 





5“Although a lower percentage of selling ex- 
pense apparently tends to be associated with a 
rapid turnover of merchandise, it is difficult to 
prove a direct connection. It seems likely that a 
large volume of sales permits a more effective 
utilization of sales force and therefore is more 
directly responsible for a lower percentage of sales- 
force expense than a rapid rate of stock-turn. In 
the case of buying and management expense, low 
percentage figures seemingly are not always found 
associated with a rapid rate of stock-turn, and the 
possibility of establishing a direct connection prob- 
ably is even more remote than in the case of sell- 
ing expense. ‘There remain the items of fixed 
charges and upkeep expense. As regards rent, in 
spite of the exception noted in the case of depart- 
ment stores, there is at least a probability that in 
the long run a relatively low percentage of rent 
expense usually accompanies a rapid rate of mer- 
chandise turnover. Since the size of the average 
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more apparent in its effect on gross 
margin. Before permitting buyers to 
make purchases, a careful estimate js 
made of the probable sales not only by 
departments but also by lines. Stocks 
of goods are planned in accordance with 
these estimates, and buyers are allowed 
to purchase each month only an amount 
sufficient to keep these stocks in salable 
condition and to permit customers the 
proper variety from which to select the 
articles they desire. 

The larger mercantile houses employ 
the most skilled merchandise men ayail- 
able. A corps of experts study the mar. 
ket continually in order to assure the 
purchase of merchandise that will be in 
demand and that can be sold at a profit. 
Consequently, the buyers of large stores 
make fewer mistakes in the selection of 
their merchandise and hence do not have 
to take heavy mark-downs on as large a 
portion of the stock as do the smaller 
firms. 

By means of records and frequent re- 
ports, the executives in the large stores 
are able to keep an accurate check on 
inventories. Merchandise which does 
not sell within a prescribed length of 
time is marked down low enough to 
move it out of the store. This method 





physical inventory bears some relation to rent ex- 
pense, the rate of stock-turn, even when measured 
in terms of value rather than by physical units, 
presumably has some direct effect on this item. 
The most direct results, however, are in the case 
of interest expense, because interest on the aver- 
age inventory of merchandise usually constitutes 
a material part of the total interest charge on the 
net worth of the business. There is also a direct 
relation between the value of the inventory and 
such expense items as taxes and insurance on mer 
chandise. Whether volume of sales remains the 
same or increases, a faster rate of merchandise 
turnover reduces the ratio of the average inven 
tory to sales and makes any expense that Is gov 
erned directly by size of inventory a smaller per 
centage of net sales.” Malcolm P. McNair, “Sig- 
nificance of Stock-turn in Retail and Wholesale 
Merchandising,” Harvarp Business Review, Octo 
ber, 1922. 
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of control is particularly important in 
style lines where failure to sell an article 
within a short period may result in such 
marked style obsolescence that it is prac- 
tically impossible to sell it at any price. 
It is efficiency in buying and control of 
stocks which are based on planned sales 
and the prompt moving of all obsolete 
stock that has made the large depart- 
ment store a success and has resulted in 
a larger gross margin. 

The same tendency of large stores to 
secure a higher gross margin and a 
higher rate of stock-turn is shown for 
the retail shoe trade in Table II. Firms 
with sales of less than $30,000 a year 
had a gross margin of 27.1% while 
firms with sales of over $250,000 had 
a gross margin of 34.8%. Similarly 
the rate of stock-turn for the first group 
was I.4 times a year as compared with 
2.6 times a year for the last group. 
Part of this high gross margin in the 
large stores may be explained by the fact 
that they frequently sell a number of 
higher-priced style lines which require 
a high gross margin for protection 
against loss. 

Again there is the indication that 
stores with a sales volume less than 
$30,000 a year are not managed eff- 
cently. As a rule, this type of store has 
neither stock records nor adequate ac- 
counting records. Consequently, stocks 
frequently are obsolete and contain end 
‘izes and narrow widths for which there 
isno demand. 

A good example of the difficulty of 
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disposing of this type of merchandise is 
shown in the case of a proprietor who 
reduced his stock of undesirable shoes 
during a dollar-day sale in the town in 
which he was located.® All out sizes and 
styles of women’s shoes which were not 
in demand were reduced to $1 a pair. 
At the end of the sale 186 pairs still 
remained on hand, not because the style 
was obsolete, but because the sizes and 
widths were so out of line with the de- 
mands of the customers that no one 
would take them at any price. Adequate 
stock records are essential to prevent the 
accumulation of end sizes and narrow 
widths, which is the bane of the small 
retailer. 

Many of these small merchants, who 
stocked up on women’s high shoes three 
or four years ago and who failed to 
note the trend towards oxfords, were 
left with an extensive inventory which 
could not be moved at any price. The 
larger shoe stores, on the other hand, 
not only selected their styles with 
greater skill, but, being located in met- 
ropolitan areas, they usually were able 
to dispose of their merchandise by tak- 
ing slight reductions as soon as the 
popularity for a style started to wane, 
and hence avoided a severe loss. 

The same trend is indicated in Table 
III for the retail grocery trade. Firms 
with sales of less than $30,000 had a 
gross margin of 18% while firms with 





6 This instance is described on pages 37, 38, and 
39 of Problems in Marketing (A. W. Shaw Co.) 
by Melvin T. Copeland. 











Taste VI. Retart SHor Stores—Totat Expense Accorpinc To VoLUuME oF SALES 
(Net Sales = 100%) 

: Less than $30,000- $50,000- $100,000- $250,000 
Year $30,000 $49,000 $99,000 $249,000 and Over 
1920 25.0% 24.3% 23.5% 26.6% 29.6% 
1921 28.6 26.3 26.1 29.2 29.1 
1922 28.3 27.0 27.3 28.5 31.2 
1923 27.8 25.6 26.7 27.6 32.0 























Figures compiled by the Bureau of Business Research, Harvard University. 
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Tasce VII. Rerait Grocery Stores—Torat Expense Accorpinc 10 
VoLuME oF SALES 
(Net Sales = 100%) 

Less than $30,000- $50,000- $#100,000- $150,000 
Year $30,000 $49,000 #99,000 $149,000 and Over 
1922 19.9% 17.7% 17.4% 17.7% 18.5% 
1923 18.3 17.2 16.9 17.4 17.8 























Figures compiled by the Bureau of Business Research, Harvard University. 


sales of $150,000 had a gross margin 
of 19.7%. The rate of stock-turn for 
this first group was 8.2 times a year, 
while the rate of stock-turn for the 
latter group was I1.0 times a year. 
Again it is apparent that the large firms 
buy more effectively and are more suc- 
cessful in preventing loss from spoilage. 


IV. Conclusion 


The important points which emerge 
from this comparison of large and small 
stores are: (1) the tendency of the rate 
of expense to decrease slightly and then 
to increase as sales increase; (2) the in- 
crease in the rate of gross margin as the 
amount of business is increased; (3) 
the decline of the percentage of net 
profit to net sales, as indicated in the 
retail shoe and grocery trade, because 
of increased expense when the volume 
of business is forced above a certain 
point; (4) the increase in the rate of 
stock-turn with increased sales. 

There is evidence that in every trade 
there is an efficient operating unit. The 
efficient unit, furthermore, is not the 
same for different trades. In the retail 
shoe trade, for example, stores with a 
sales volume over $250,000 may be 
beyond this efficient unit as indicated by 
the extremely high rate of expense and 
the falling off in net profit. In the retail 
grocery trade, however, because of the 
local character of the business, the limit 
is reached earlier. Stores with a volume 





of sales over $150,000 appear to be 
beyond the most efficient size. 

Entirely apart from the question of 
increase in expense, the buying habits of 
consumers impose other limitations on 
the growth of certain types of retailing. 
Large department stores cannot sup. 
plant the small neighborhood merchant 
such as the grocer who sells convenience 
goods. At the same time, the local gro- 
cer cannot expect to grow into a large 
store. 

The fact that a relatively high gross 
margin and rapid rate of stock-turn has 
been achieved by the larger stores does 
not indicate that large volume of sales 
is the cause of these phenomena. There 
are numerous small stores that have 
shown an even higher percentage of 
gross margin and a more rapid rate of 
stock-turn. The managers of these 
small stores, however, have been wide 
awake, alert to new ideas, and efficient 
in the management of their stores. It 
would seem, therefore, that the small 
merchant can secure many of the same 
results as the large store if he but makes 
the effort and uses the same judgment 
in the management of his business. 

Although the larger stores sometimes 
have a higher net profit because of the 
larger gross margin, there is a definite 
limit to the possibilities of increasing 
this margin as the volume of sales 1”- 
creases. It is probable that large-scale 
buying cannot force the manufacturer oF 
wholesaler to grant much greater price 


















































concessions. On the other hand, com- 
petition between the stores themselves 
tends to level retail prices. If it does 
not, there is sufficient evidence from 
1921 that consumers will not pay ex- 
treme prices for any extended period. 

If the possibility of increasing the 
gross margin is limited, then the in- 
crease in the expense curve with each 
increase in sales indicates that there is 
a limit to the advantages to be obtained 
from large mergers in the retail field. 
Theoretically the rate of expense should 
decrease as the volume of sales becomes 
larger, but the weakness of human na- 
ture with the resulting limitations on 
large-scale organization makes for the 
reverse tendency in retail trades. The 
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increase in the rate of expense because 
of the necessity for the employment of 
more and more supervision as the size 
of the business increases is particularly 
apparent. 

Here can be found no particular 
proof that combinations and mergers 
of large stores will result in greater 
economies. Lower prices to consumers 
are not likely to result merely from an 
increase in size of the stores. There is 
ample evidence, however, that the small 
merchant, who keeps his operating ex- 
penses low, maintains a high rate of 
stock-turn, secures a large volume of 
sales per employee, and uses skill in 
the selection of merchandise, can com- 
pete successfully with the large store. 








RAW-COTTON RESOURCES 


By W. J. SPILLMAN 


EXTILE manufacturers, and the 
consuming public as well, are con- 
cerned with the high prices for 
cotton which have prevailed in recent 
years. If the rise in price were a mere 
fluctuation due to disturbed economic 
conditions, the matter would have no 
permanently serious aspects. Distur- 
bances of this kind have a way of 
righting themselves. If the phenomenon 
is due to an approaching permanent 
shortage of cotton, it concerns all of us, 
for since the invention of the saw gin, 
cotton has been the cheapest and most 
widely used of all raw materials in tex- 
tile manufactures. 

That the change in price level has 
more than temporary significance is in- 
dicated by the relation of the index 
prices of cotton, farm products in gen- 
eral, and all commodities, that have 
prevailed for several years past. These 
are shown in the following table: 

















sass All Com- Farm 

Year modities Products Cotton 
| Arr ee 100 102 84 
| Re re 103 100 73 
Wb a 35 4006 seeks 129 117 110 
a ee 180 176 177 
Pe cies cer ernees 198 200 238 
re 210 209 241 
ee ee 230 205 250 
PPO Er, 150 116 To) | 
POUR cc ncsciecconaa 152 124 156 
WR ss ca seaane 156 135 218 
ee ee 152 134 216 








The very low figures for cotton in 
1914 and 1915 were due to disturbed 
conditions in the cotton trade. About 
two-thirds of the American crop is nor- 
mally exported, much of it to central 
European countries. The breaking out 
of the war in 1914 entirely stopped ship- 
ments to Central Europe, and it was 


more than a year before the growth in 
demand incident to the war absorbed 
the surplus of cotton on hand. In 1918 
the cotton-price index rose definitely 
above the general commodity index, and 
with the exception of 1921, when finan- 
cial disturbance demoralized the price 
structure, it has remained above the 
general price level since that time. 

Although more than half the cotton 
produced in this country is exported, the 
price is determined mainly by conditions 
existing in the United States, because 
our exports constitute so large a per- 
centage of the world total. This per- 
centage for the five-year period 1909-13 
was 65; for the last three years for 
which data are available (1920-22) it 
was 62, 61, and 56, respectively.’ 

The rise in the index price of cotton 
above the general price level is undoubt- 
edly due to the fact that cotton produc- 
tion in the United States has not in 
recent years kept pace with increase in 
demand. Not only has production not 
increased in proportion to increase in 
population, it actually decreased for sev- 
eral years following 1913. 

The data for acreage, yield per acre, 
magnitude of the crop output, and the 
December 1 farm price of the Ameri- 
can cotton crop are shown graphically 
in Chart I.2 Following the Civil War 
the acreage increased steadily, except 
for minor fluctuations, from 7,743,000 
in 1869, to 37,089,000 acres in 1913. 
Then followed a recession in acreage, @ 





1 Yearbook, United States Department of Agri- 
culture, 1923, p. 805. 


*Ibid., p. 796. For 1924, see Crops and Markets 


(monthly supplement), United States Department 
of Agriculture, December, 1924. 
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minimum of 30,509,000 acres being 
reached in 1921. The marked reces- 
sions in 1915 and 1921 were both due 
to a phenomenal drop in prices for the 
preceding crop, the causes of which 
have already been given. 

The causes of the decrease in acreage 
following 1913 will throw light on con- 
ditions likely to exist in the future. 
Since the invention of the saw gin, in 
1793, the cotton crop has been spread- 
ing westward and northward in this 
country. Being distinctly a warm- 
climate crop, it had reached approxi- 
mately its northern limit many years 
preceding 1913 except for minor exten- 
sion of acreage in a few localities 
especially in southeast Missouri. But it 
was still spreading westward, especially 
in the far Southwest, though at that 
time the increase in area in the West 
was not important. 

After 1914 the reduction in yield per 
acre in the southeastern states, espe- 
cially near the Gulf and Atlantic coasts, 
had become so marked (see Chart 1) 
that in large areas of former cotton ter- 
ritory farmers found themselves under 
the necessity of reducing cotton acreage 
or even of abandoning the crop entirely, 
to make room for food and feed crops, 
the products of which were formerly 
largely purchased with the proceeds of 
the cotton crop. 

This accounts for the decrease in the 
area of cotton following 1913. The 
reduction in acreage, together with 
lower average yields, decreased the vol- 
ume of the output. Even had produc- 
tion remained constant, prices should 
have risen in response to increased de- 
mand incident to increase in population. 
With production actually decreasing, 
and with only temporary falling off in 
demand during two short periods, it was 
inevitable that the index price of cotton 
should rise above the general price level. 
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Effect of Continued High Prices 


Such was the situation at the end of 
1922. For six years, with the excep- 
tion of 1920 and 1921, the price of cot- 
ton had been sufficiently high to make 
the crop distinctly profitable, taking the 
cotton belt as a whole. In 1922, with 
a larger production than in either of 
the two preceding years, the price rose 
to 23.8 cents (December 1 farm price), 
from the low point of 13.9 cents two 
years before. 

The apparent permanence of the 
high price level under normal financial 
conditions had by that time, or even 
earlier, begun to give rise to uneasiness 
in textile circles. The cotton spinners 
of Manchester were particularly con- 
cerned. A group of English spinners 
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organized, in 1921, the Empire Cotton 
Growing Corporation, the object of 
which was to procure increased produc- 
tion of cotton wherever it might be pos- 
sible to do so.° 

The stimulus of high prices also had 
an important effect in this country. 
Mention has already been made of the 
extension of cotton into the far South- 
west. Even before the European War, 
a considerable acreage of the crop was 
grown in the Imperial Valley of Cali- 
fornia, the area in 1914 being 47,000 
acres. Arizona also became interested, 
and in 1917 grew 41,000 acres of cot- 
ton.* Much of the staple grown in Ari- 
zona was of an Egyptian strain per- 
fected by Dr. T. H. Kearney of the 
United States Department of Agricul- 
ture. This cotton is long staple, and 
commanded a price far higher than did 
the ordinary short-staple upland cottons 
grown in most localities in the southern 
states. The principal use was in the 
manufacture of automobile tire fabric. 

An interesting example of the effect 
an advance in manufacturing technic 
may have on an agricultural enterprise 
is the effect produced on the demand for 
long-staple cotton by the discovery that 
long fibers were not necessary in the 
cord tire. Accordingly, about 1919 the 
demand for long-staple cotton practi- 
cally disappeared. Disaster followed 
in localities growing this type of cotton. 
The area of cotton grown in Arizona 
fell from 230,000 acres in 1920 to 
90,000 in 1921. From other causes 
having to do mainly with the financing 
of production during financial depres- 
sion, the acreage in California and the 
immediately adjacent territory in Mex- 
ico fell at the same time by exactly the 
same amount. 





*Chartered November 1, 1921. 


*Yearbook, United States Department of Agri- 
culture, 1923, p. 798. 
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_ Recent high prices have led to marked 
increase in the area of cotton planted in 
these two states. The acreage in Cali. 
fornia (and adjacent Mexican terri. 
tory) increased from the low point of 
140,000 acres in 1921 to 233,000 acres 
in 1923. The Arizona acreage in 1924 
rose to 188,000 acres, the greater part 
of the production, however, being of up- 
land varieties. Very recently the de. 
mand for long-staple cotton has been 
revived to the extent that much higher 
prices for it than for shorter staple 
again prevail. This may have an im- 
portant influence on the production of 
the long-staple varieties. New Mexico 
has recently become interested in cotton. 
Prior to 1923 the cotton area in that 
state was so small that it was included 
in “other states” in the statistics. In 
1923 it had risen to 70,000 acres, and in 
1924 to 136,000. The high prices of 
recent years have also had a tendency to 
increase cotton acreage along the north- 
ern boundary of the former cotton belt. 
Between 1922 and 1924, the number of 
acres in cotton in states along this bor- 
der increased as follows: Virginia, 
38,000; North Carolina, 337,000; Ar- 
kansas, 387,000; Missouri, 255,000; 
Oklahoma, 960,000. 

The most marked increase has been 
in Texas. This state has had over a 
quarter of the total cotton acreage of 
the country for many years. From 1914 
to 1922, inclusive, the Texas acreage 
stood very steady, around ten and a halt 
to eleven and a half million acres. 
There is a vast area of land on the 
plains of western Texas that has until 
very recently been utilized almost ex- 
clusively as range for cattle, sheep, and 
goats. It was considered too dry for 
farming. About two years ago cotton 
began to spread into this region. The 
acreage of cotton in the state increased 
by 2,276,000 acres in 1923, and in 1924 
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further increase of 


there was a 
2,048,000. 

Since 1921, in which the United 
States total of cotton acreage reached 
4 minimum of 30,509,000 acres, there 
has been a consistent increase. In 1923 
a new record acreage was grown, 
amounting to 37,420,000 acres. The 
record of 1924 reached a total of nearly 
42,000,000 acres. 


Effect on Prices 


The most important factor affecting 
the price of cotton under normal finan- 
cial condition is the volume of produc- 
tion. This depends on acreage, and on 
yield per acre. The yield per acre is 
highly variable, much more so than 
acreage. Because of variations in yield, 
the short time that has elapsed since 
total acreage began its recent rapid in- 
crease makes obscure the relation be- 
tween acreage and price. It is obvious, 
however, that a continuation of the 
present rapid rise in acreage will affect 
prices very materially in the near future 
unless there is a corresponding decrease 
in acre yields. 


The Situation in Western Texas 


In western Texas and adjacent por- 
tions of New Mexico there are vast 
stretches of land yet to be brought into 
cultivation. So far as soil and temper- 
atures are concerned, a very large pro- 
portion of this area is adapted to cotton. 
The real problem is that of rainfall. 
This is a region in which the average 
annual precipitation ranges from about 
15 inches on the west to about 22 inches 
on the east. In a cooler climate, such 
as that of the Dakotas, this would be 
sufficient for successful farming. But on 
account of the higher evaporation rate 
in the warm climate of this region, the 


southern portion of the region is hardly 
adapted to dry farming. In the higher, 
cooler portions of the Texas and New 
Mexico plains there is yet some doubt 
as to the possibility of making cotton an 
important crop. 

In the large area lying between the 
hot southern portion and the area in 
which the altitude is too great, there are 
three important factors to consider. 
The first is the variability of the annual 
precipitation. As we go south in this 
country rainfall becomes more torren- 
tial, with longer rainless periods inter- 
vening between storms. Precipitation 
is not only less well distributed, but the 
fluctuations in annual precipitation are 
greater than for northern localities hav- 
ing the same average rainfall. 

It is to be presumed, therefore, that 
the fluctuations in yield per acre in the 
region where increase in acreage is now 
most rapid will be more marked than in 
most other cotton-growing sections. As 
the acreage in this debatable territory 
now constitutes a large and rapidly in- 
creasing proportion of the total, we may 
expect more variation in the total pro- 
duction of cotton year by year in this 
country in the future than has been the 
case in the past. This should mean 
greater variation in price. 

The second matter of importance in 
this connection is the fact, which is com- 
ing more and more to be recognized as 
cotton forges its way into dry farming 
territory, that cotton is one of the most 
drought-resistant crops we have. It is 
yet too early to evaluate this character- 
istic of the cotton plant in its entirety. 
Whether it means that cotton may be- 
come a permanent crop in the region in 
spite of adverse climatic conditions is 
yet to be determined. 

The third fact to be taken into con- 
sideration is that, although the boll- 
weevil is wide-spread in western Texas, 
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the dryness of the climate renders the 
pest inocuous. The weevil eggs are laid 
in the flower buds before the blossoms 
open. The injured buds soon drop to 
the ground, where the larvae develop 
inside them, feeding on the pollen and 
other parts of the flowers. It takes 
about two weeks for the full develop- 
ment of the larvae. If the buds dry up 
during this time, as they do quite gen- 
erally in dry regions, the larvae die. 
West Texas, therefore, does not have 
to reckon with the weevil. It is a neg- 
ligible factor in the region. 

With the increase in acreage that is 
going on in the region just mentioned, 
in the far Southwest, and along the 
northern border of the cotton belt, the 
rate of increase being far in excess of 
the rate of increase in population, it 
appears fairly certain that the price of 
cotton in the near future will fall be- 
low the level of prices that have pre- 
vailed since the shortage in cotton be- 
came manifest in 1918. 

The increased cost of production in 
recent years, due in part to rise in the 
general price level, and in part to re- 
duction in yield in the older cotton- 
growing sections since the advent of the 
boll-weevil, should, however, prevent 
the price from falling permanently to 
the low level that prevailed before the 
European War (see Chart I). 


Cotton in Foreign Countries 


Our interest in foreign cotton other 
than that from India arises from the 
fact that it competes with American cot- 
ton in the markets in which we sell our 
surplus. To the cotton grower, an in- 
crease in production in other countries 
means lessened income. To the manu- 
facturer of textiles it means cheaper raw 
materials. To the ultimate consumer it 
means cheaper clothing. 


472 


HARVARD BUSINESS REVIEW 


The only countries exporting cotton 
in considerable quantity, with the per- 
centage the exports of each constituted 
of the world’s total exports, for the 
years 1909-13, are the United States, 
64.4%; India, 14.0%; and Egypt, 
10.3%. The total for the three coun. 
tries is 88.7% of the cotton exports 
from all countries. Neither India nor 
Egypt is in position to increase produc. 
tion to any notable extent. For this 
reason, therefore, they may be left out 
of the equation. 

There are numerous other regions, or 
at least localities, in the world that, so 
far as soil and climate are concerned, 
are eminently adapted to the production 
of cotton. These include Korea, a large 
part of China, Australia, much of South 
America, many parts of Africa, and 
considerable areas in southern Europe 
and in southwestern Asia. 

If these regions, it may be asked, are 
so well adapted to cotton, why have 
they not yet developed the industry? 

The answer to this question is to be 
found partly in the fact that suitable 
soil and climate are not the only factors 
involved. There are the problems of 
capital and labor. The very uneven 
seasonal distribution of labor on this 
crop gives rise to a very grave problem. 
It is responsible for the wide prevalence 
of one-horse farming in our southern 
states. The average farm family can 
pick (harvest) about six or seven bales 
of cotton in season. On good land the 
same family could grow three or four 
times this amount. This limitation, to- 
gether with the absence of other desir- 
able cash crops and the many difficul- 
ties confronting live stock enterprises 1 
a warm climate, results in a low stand- 
ard of living when cotton is cheap. 

But a more important obstacle to the 


* Yearbook, United States Department of Agri- 
culture, 1923, p. 805. 
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development of the cotton industry in 
most parts of the world in which cli- 
matic conditions are suitable, has been, 
until recently, the low price of the 
staple. The upper curve of Chart I 
shows that between 1879 and 1903 the 
December 1 farm price of cotton did 
not once rise above the 10-cent level. 
Much of the time it was far below this. 
Five times since 1903 it has been below 
10 cents. 

Regions like China, for instance, with 
a dense population, could not well af- 
ford to grow cotton, sell it for less than 
10 cents a pound, and then buy expen- 
sive imported foodstuffs. They were 
compelled to produce their food. But 
25-cent cotton changed all this. It is 
mainly the high price of cotton that has 
prevailed most of the time since 1917 
that has begun to arouse interest in cot- 
ton growing in many localities and re- 
gions which previously did not grow the 
crop. 

Cotton has been grown in Korea for 
centuries. In 1912 the Japanese laid 
out a plan for extension of cotton acre- 
age in Korea, the objective being an 
increase of 250,000 acres in six years. 
The actual extension fell only slightly 
below the objective, and exceeded it the 
seventh year.® In 1919 a further ex- 
tension plan contemplating an increase 
of 530,000 acres by 1929 was projected. 
There is reason to believe that the ef- 
fort will succeed. If it does, the Korean 
acreage in 1929 will exceed a million 
acres, 

Official estimates of cotton produc- 
tion in China indicate increases of 125,- 
000 and 150,000 bales, respectively, for 
the past two years. It is not known 
what the possibilities are in the way of 
future increase. Should the price of cot- 
ton remain at the level of recent years, 
itis entirely possible that large increases 
might occur in this part of the world. 


A return to low prices would probably 
check such increase. 

The portion of Australia supposed to 
be adapted to cotton is estimated to 
comprise 50,000,000 acres.’ Not all 
this area is available for cultivation, as 
it includes several large cities. But if 
cotton were to extend over even 10% 
of it in a few years, the effect on world 
market conditions would be consider- 
able. 

Queensland has been growing consid- 
erable cotton in recent years. The 
problem of labor has been chiefly re- 
sponsible for lack of interest in the 
crop here. Cheap labor has been sup- 
posed to be a necessary condition for 
success. The opinion is now beginning 
to prevail that the proper status of the 
enterprise on Australian farms is the 
$- or 10-acre patch on the usual family- 
sized farm. If the enterprise were to 
assume this status generally in the por- 
tions of the country adapted to it, the 
production of cotton in Australia might 
easily rise to the position of an impor- 
tant industry. 

The regions of South America in 
which the area of cotton might be ma- 
terially extended are northern Argen- 
tina, Paraguay, and southern Brazil. 
The industry is not new in the latter 
country. At present the acreage is 
small in all three, but is rapidly increas- 
ing. In 1922-23, Brazil grew a million 
and a half acres, nearly twice the area 
of two years before. The acreage in 
Argentina was 56,500 acres in 1922-23 
and 154,800 acres in 1923-24. While 
the area of cotton grown in Paraguay 
is yet small, it is increasing very rapidly, 
as the following figures show: 1916-17, 
124 acres; 1919-20, 2,000 acres; 1923- 





*For data relating to cotton in foreign countries, 
see International Cotton Bulletin (Manchester), 
June, 1924, No. 8. 


" Tbid., p. 441. 
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24, 32,000 acres. The high prices of re- 
cent years are undoubtedly the stimu- 
lant determining this increase. 

The area available for extension of 
cotton acreage in these countries is not 
definitely known, but is considerable. 
The Paraguayan area is stated to be 
300,000 square kilometers. Large areas 
in southern Brazil and northern Argen- 
tina are supposed to be adapted to 
cotton. 

So far as the future possibilities of 
cotton production are concerned, Africa 
at the present time is little more than 
a conundrum. That vast areas of the 
continent have the required climatic con- 
ditions cannot be seriously questioned. 
Dr. H. L. Shantz, of the Bureau of 
Plant Industry, United States Depart- 
ment of Agriculture, who has recently 
traveled over much of eastern Africa, 
believes that the area adapted to cot- 
ton, so far as soil and climate are con- 
cerned, is two or three times our own 
cotton area.* Interest in the crop is 
springing up in a dozen localities on the 
continent. The larger bodies of suit- 
able land are located in undeveloped 
regions, where neither labor nor capital 
is available. The production of cotton 
in Africa, while yet almost negligible 
outside of Egypt, is increasing quite 
rapidly. The Empire Cotton Growing 
Corporation (British) is expending 
much effort and considerable money in 
the encouragement of cotton cultivation, 
not only in Africa, but in all other Brit- 
ish dominions where climatic conditions 
appear to be favorable. 

Mesopotamia, which since the Treaty 
of Versailles has been under British 
mandate, is supposed to have two or 
three million acres suitable for cotton. 
A beginning has been made there, with 
encouraging results. 





*Oral statement to the writer. 


Spain is beginning to show renewed 
interest in the crop, and is believed to 
have five million acres of land adapted 
to it. 

Summary 


The high prices of cotton that have 
prevailed since 1918, except for a short 
period in 1920 and 1921 due to financial 
depression, have been due to lack of 
normal increase in production, or even 
to actual decrease in production, in this 
country. The decrease in production 
was caused by abandonment of acreage 
in regions near the Gulf and Atlantic 
coasts, and to decrease in yield per acre 
in other regions, due to boll-weeyil in- 
festation. 

Continued high prices have led to 
rapid increase in cotton area in Texas, 
the far Southwest, and along the north- 
ern border of the former cotton belt. 
This increase, if continued at its pres- 
ent rate, should bring about overpro- 
duction and marked price reduction in 
a short time, provided the yield in newly 
planted areas in Texas is not severely 
reduced by a series of years too dry 
for cotton. Cotton is a remarkably 
drought-resistant crop, and may or may 
not be able to maintain its ground in this 
new territory. 

High prices have caused marked de- 
velopment of interest, with material ex 
tension of cotton acreage, in Korea, 
China (probably), Australia, South 
America, Africa, southern Europe, and 
southwestern Asia. The possibility o! 
increase in production in these regions 
is not definitely known. There is rea- 
son to believe that continued high 
prices might result in a very large & 
tension of acreage, though this exten- 
sion would require a considerable period 
for its accomplishment. 

In view of the decrease in price from 
31.0 cents in 1923 to 22.6 cents 
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1924 (December 1 farm price), pre- 
sumably due mostly to increase in 
American production from 10,281,000 
bales in the earlier year to 13,600,000 
bales last year, it is probable that the 
increase in cotton acreage, which is go- 
ing on in numerous widely separated 
regions of the world, will in the near 
future lead to reduction in prices. 

This reduction should not, however, 
he to the low levels of the 70’s and 80’s 
of the past century. Cost of produc- 
tion is higher under present conditions 
of wages and other cash costs, and of 
boll-weevil infestation in some areas, 
than formerly. Should prices fall much 
below 15 cents it is probable that aban- 
donment of acreage would occur on a 
large scale in this country, especially in 
regions where yields are now low be- 
cause of weevil damage. Low prices 
should also have the effect of allaying 


much of the feverish interest in cotton 
now manifest in new cotton-growing re- 
gions. In the long run, the future price 
of cotton should seek lower levels than 
have prevailed in recent years. But the 
price should also be more erratic, 
for the reason that much of the new 
cotton area, especially in this country, 
is in debatable territory. The boll- 
weevil will contribute also to variability 
in production. In moist years the effect 
of this pest is much more marked than 
in dry years. 

Just as wheat production is highly 
variable, because so much of the crop is 
grown in regions subject to severe 
droughts or to untimely frosts, so cotton 
production, and consequently the price 
of cotton, will probably vary widely in 
the future because of variation in pro- 
duction due to variation in rainfall and 
insect damage. 
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SUMMARIES OF BUSINESS RESEARCH 


GAGING A COMPLICATED SITUATION 
BY A SIMPLE GRAPHIC CHART 


duction of the Onaway Paper 

Company, which manufactured 
a wide variety of paper products, in- 
cluding gummed labels, marking tags, 
and shipping tags, was on special orders. 
These orders were sent by the final pro- 
ducing departments to a special order 
packing and shipping department called 
Department 9. Each truck-load was ac- 
companied by an envelope containing 
the production orders, but not the ship- 
ping and billing instructions. It was 
necessary for Department 9 to check 
each shipment with the production or- 
der. At half-hourly intervals a mes- 
senger took the production order envel- 
opes which had been checked from De- 
partment g to the central planning 
department, where the production or- 
ders were compared with the original 
sales orders. Detailed shipping instruc- 
tions then were sent to Department 9. 

The foreman of Department 9 kept 
daily records of (1) the time of arrival 
of each truck, (2) the number of orders 
on each truck, (3) the department from 
which each truck came, and (4) the time 
at which shipping instructions were re- 
ceived from the central planning depart- 
ment. 

In July, 1924, the works manager 
asked the planning-research department 
to devise some method of measuring the 
changes during the day in the rate of 
low of orders through Department 9. 
Shortly before this time it had been 
‘ound that, as a result of the uneven 
movement of work to Department 9, 

_ the central planning department was re- 


Ai ction of the half the pro- 
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ceiving so many orders after 3 p.m. 
that it was unable to send out shipping 
instructions promptly. Because Depart- 
ment 9 had to wait for these instruc- 
tions before proceeding with an order, 
a great many trucks accumulated in the 
department, occupying valuable space 
and making more difficult the work of 
shipping. After a preliminary study, 
the planning-research department had 
made certain changes in rules governing 
the flow of orders to Department 9. 
The works manager wished to ascertain 
whether conditions had improved as a 
result of these changes. 





Chart I 
MEASURE OF FLOW OF WORK THROUGH DEPARTMENT 9 
Average Number of Orders and Truck-Loads Received Hourly 
for 29 Full Days May 2 to June 12, 1924 


for, ONAWAY PAPER COMPANY {zheng 
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NUMBER OF ORDERS RECEIVED BY DEPARTMENT 9 IN EACH PERIOD OF EACH DAY—MAY 5 to 17, 1924 
(These Days Included in the Original Study of 29 Days) 
ONAWAY PAPER COMPANY 
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Choosing a Unit 


The planning-research department in 
its preliminary study had had 2 units 
available for measuring the flow of 
work, namely, the truck and the order. 
The foreman of Department 9 believed 
that a truck-load should be used as the 
unit of measurement, because each truck 
occupied the same amount of space, 
whether the truck contained 1 order or 
30. The central planning department, 
however, favored the order as a unit, 
for the reason that an order which oc- 
cupied only 1 cubic foot of space in- 
volved as much clerical work as one 
which filled a truck. A study had been 
made of the flow of work, both by truck- 
loads and by orders. This was done by 
dividing the day into 8 periods of 1 hour 
each, and recording the number of or- 





1Arithilog paper has a vertical scale divided 
logarithmically, and a horizontal scale divided 
arithmetically. Vertical movements in curves plot- 
ted on this paper are directly comparable because 
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the shortest period for which data 


ders and trucks arriving in Department 
9 in each of these periods for 29 full 
days. 

It was desired to show the relation- 
ship between these two units of mea- 
surement over the period included in the 
study. Because the units were not di- 
rectly comparable, it was decided to plot 
the figures for average receipts of 
trucks and of orders for each period on 
arithilog paper (Chart 1).’ By charting 
in this manner it was possible to deter- 
mine by inspection the percentage 
changes in the movements of the curves. 
This placed the two dissimilar units of 
measurement on a comparable basis. 

Chart I shows that there was a close 
correlation between the flow of trucks 
and of orders. Because of this fact, it 
would have been possible to use either 
as a unit of measurement. Although 
equal movements indicate equal percentages of 
change. An upward movement of one-half inch 
in both curves on the chart would represent the 


same percentage of change in each unit, though 
the actual change would be di‘ferent. 
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the orders varied greatly in size, the 
number of orders rather than the num- 
ver of trucks was adopted as the unit, 
because the labor required by the ship- 
ping, planning, billing, and accounting 
departments was more nearly propor- 
tional to the number of orders than to 
the number of truck-loads. Chart II 
then was drawn up, showing the num- 
ber of orders received by Department 9 
ineach period for 12 consecutive work- 
ing days. This chart showed great ir- 
regularity in the flow of work at differ- 
ent hours of the day. There were many 
hourly periods when either less than 
one-third or more than twice the aver- 
age number of orders was received by 
Department 9. 

In order to ascertain which depart- 
ments were responsible for the largest 
fluctuations in the amount of work re- 
ceived, the number of orders received 
during each period of the day from 
the individual producing departments 
Was plotted as shown in Chart III. 


After studying this chart, the planning- 
research department ordered certain 
changes, in the hope of improving con- 
ditions in Department 9. 

A chart similar to Chart II had been 
made out each week and sent to the 
works manager. Although it was ap- 
parent from these charts that there had 
been some improvement from the worst 
condition, the works manager had no 
means of knowing whether the current 
flow of orders was more or less even, 
unless the change was pronounced, be- 
cause the daily fluctuations varied wide- 
ly. The works manager, therefore, 
asked the planning research depart- 
ment to find some method of measuring 
mathematically these changes in the 
flow of work. A daily basis for this 
measurement seemed desirable, but the 
planning-research department believed 
that performance in such a short period 
would be distorted by any slight irregu- 
larity in production or transportation. 
A week, consequently, was adopted as 
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the shortest period for which data 
would be representative. 
The ideal toward which the company 
Taste I. CogFFICIENT OF DISPERSION OF 
Orpvers RECEIVED BY DEPARTMENT 9 


Week Ending May 24, 1924 



































Period Eating | Orders | Deviations | [SV 
Day Hour |Receiv’d| from Period Av. |Squared 

+ ord 
Monday......... 9 22 13 169 
Monday........ 10 45 4 ae 100 
OS rere II S* Ree 23 529 
EE «+ «:30.000 12 70 AR 1,225 
Monday........ 2 > Seeehy 32 | 1,024 
Monday........ 34 _ ) Bere 6 36 
Monday........ 4 St eee 22 484 
Monday........ 5 99 G8 teiecss 4,096 
cee 9 OO iiscexs 14 196 
ee 10 44  L ee 81 
i ae II 38 | ere 9 
re 12 4! yee 36 
eee 2 4 aor 22 484 
pe Pere 3 iy ROPES 25 625 
(| 4 oh Hie Big 7 49 
IE os ik-0c oven 5 81 pt Oe ee 2,116 
Wednesday...... 9 | ee 3 9 
Wednesday...... 10 Oy ee 6 36 
Wednesday...... II 42 Wesdcus 49 
Wednesday...... 12 44 eee 81 
Wednesday...... 2 | re 9 81 
Wednesday...... 3 | Se 27 729 
Wednesday...... 4 40 rh Re 25 
Wednesday...... 5 38 |) Aes 9 
Thursday....... 9 oe II 121 
Thursday....... 10 41 asides 36 
Thursday....... II a~ ere 12 144 
i” ee 12 52 _ Bees 289 
po eee 2 See 9 81 
Thursday....... 3 ~. e 18 324 
Thursday....... 4 ” ) See 7 49 
Thursday....... 5 43 _ | RPG 64 
 . See 9 | re 9 81 
eee 10 21 441 
RS II “Bee 23 529 
ee 12 84 eee 2,401 
| eS 2 ee 20 400 
ae 3 ~ Saree 19 361 
Se 4 oS Ae 13 169 
exsers ste: 5 61 Wied: 676 
Saturday........ 9 36 are I 
Saturday........ 10 oo 2 4 
Saturday........ II 39 ae 16 
Saturday........ 12 84 eS ees 2,401 
1,524 |+357 |—%3732 | 20,866 

Period Average 34-64 — +357 

or 35 : — 16 


Coefficient of 
Dispersion V/ 20,866+444+35 = a= 623 
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Conclusion 
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men responsible for controlling the sit 
uation may aim. 


















was striving, of course, was an 2 perv 
lutely even flow of work. Such a co 
dition would have been represented on fe 
Chart II by a straight horizontal line. « 
While the planning-research department ve 
realized the impossibility of ever secur. 
ing this ideal condition, it believed that ” 
the difference between the actual num. 
ber of orders received each period in 7 
Department g, and the simple arithme. “ 
tic average of the total orders received | 
during that week would be a measure of “ 
the unevenness of the flow of work dur. - 
ing that time. The arithmetic total of | 
these variations from the average would . 
not be a satisfactory measure for a . 
weekly comparison because this total | 
would be affected by the total number “ 
of orders received in a week, and by “a 
variations in the total number of hours im |" 
worked. But if the average of the de. #j —= 
viations was divided by the average nun- 
ber of orders received per period during jm ("PU 
the week, the resulting figure would below 
give a weekly comparison of the fluctua- with, ¢ 
tion of orders received per period which im” bel 
would not be affected by the varying" © 
total volume of orders. wets 
numbe 
: ; , to get 
Use of Coefficient of Dispersion ea 
A difficulty, however, was encoun- gm ‘3c 
tered in the use of the simple arithmetic i **° di 
average, because this method did not igure 
give sufficient weight to the larger de- = . 
viations. The planning-research depart: ' ‘a th 
ment wished to find some mathematical seedy 
measure of the variations from the aver - 
age chosen—a measure that would give 7 
considerable weight to extreme devit “en 
tions, for the works manager was inter: ag 
ested primarily in the more violent = 
movements. The coefficient of disper- soe 
sion was chosen because it represented \ + 
such a measure of the scatter or disper f -_ 
: eo ; ord 
sion of individual items from a chose vould 


normal or average. An_ illustrative 


HARVARD BUSINESS REVIEW 


ited on 
al line, 


sion 


encoun 
thmetic 
lid not 
ger de- 
depart- 
matical 








SUMMARIES OF BUSINESS RESEARCH 479 









Chart IV 








computation of the procedure outlined 
below is given in Table I. To begin 
with, the deviation of each item above 
or below the average figure for the se- 
ries was squared. The squares then 
were added and the sum divided by the 
number of items comprising the series 
to get an average square. Next, the 
square root of the average square was 
extracted. Finally, the resulting figure 
was divided by the normal or average 
igure of the series to secure the coefhi- 
cient of dispersion. It should be noted 
that the squaring of the deviations em- 
phasized the extreme items; that is, 
those farthest from the average or ideal 
hgure. 

Because the coefficient of dispersion 
measures the average scatter of the 
items around an average figure, the 
lower the coefficient the more nearly the 
actual situation approaches the ideal. 
An improving condition in the receipt 
of orders in Department 9, therefore, 
would be indicated by a decreasing co- 


CONTROL CHART — ORDERS RECEIVED BY DEPARTMENT 9 
Coefficient of Dispersion = May 10 to December 20, 1924 
ONAWAY PAPER COMPANY 











eficient of dispersion from week to 
week. 

Table I shows the computations for 
determining the coefficient of dispersion 
for one week. Similar computations 
were made for every week from May 
10 to December 20, and the coefficients 
so obtained were plotted as shown in 
Chart IV. The decreasing coefficient 
of dispersion is shown on the chart by 
the descending line, and indicates an im- 
provement in conditions as regards the 
flow of orders to Department 9. The 
type of graphical information repre- 
sented by Charts II and III would not 
be essential for the works manager as 
long as conditions are improving, as in- 
dicated by the decreasing coefficient of 
dispersion. 

If, however, the coefficient of disper- 
sion plotted in Chart IV rises above a 
predetermined danger line, the works 
manager may call for detailed studies 
in order to ascertain the location of the 
trouble. 


CASK STUDIES IN BUSINESS 
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Conclusion 


There are two points of significance 
brought out by this study. The first lies 
in the substitution of one mathematical 
figure, plotted on a simple line chart, 
for a complicated curve which is difh- 
cult to evaluate. The simple curve is 
based upon a mathematically accurate 
measure of the deviations from a nor- 
mal or ideal condition, and tells the ex- 
ecutive at a glance whether conditions 
are improving or growing worse. It 
also allows a definite danger line to be 
set on the chart, so that the executive 
need not give any consideration to the 
situation until the danger line is ap- 
proached. There is also the possibility 
of setting a definite mark at which the 
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investigated conditions of the company 
with a view to determining the de- 
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men responsible for controlling the sit 
uation may aim. 

The second point of significance jp 
volves the possible use of the coefficien 
of dispersion as a measure of any situa 
tion in which evenness of flow or main 
tenance of a set standard is the goal 
Most inequality in effort or in outpu 
represents inefficient use of plant, equi 
ment, and personnel, for an enterpris 
must be organized to take care of it 
peak loads. The more the peaks can be 
leveled off and the depressions filled in 
the more efficient becomes the effort o 
the organization. The coefficient of di 
persion serves as a measure of efficien 
by decreasing as the ideal of even flo 
is approached, and increasing as ine- 
qualities become greater. 


Policy of Expansion Followed 
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of circumstances that influenced a 

bank to grant a line of credit upon 
the character and capacity of the man- 
agement of a business rather than upon 
the capital controlled. A bank often 
recognizes the fact that the manage- 
ment is a part of the investment of a 
business as truly as its balance-sheet 
capital, and hence it may dispense at 
times with certain customary require- 
ments in extending a line of credit. 


To: following case is illustrative 


Nunn Clothing Company 


The Nunn Clothing Company was 
organized in July, 1923, by four retail 
clothing salesmen. The men were be- 
tween 35 and 45 years of age and had 
sold men’s clothing for 10 to 15 years 
in the city in which the new company 
was formed. Three of the salesmen had 
worked in the same store. The men all 
were recommended highly by their 
former employers. They invested their 
entire savings of $14,000 in the new 
company, which was incorporated on 
September 1, 1923. This investment 
constituted the total authorized capitali- 
zation of the company, and was repre- 
sented entirely by common stock, of 
which one-fourth was issued to each of 
the owners. Eight thousand dollars of 
the investment was spent for furniture 
and fixtures. 

The remaining $6,000 was not suffi- 
cient capital to carry the necessary stock 
of merchandise for the expected vol- 
ume of sales. The Nomenad Bank, with 
which the company proposed to carry 





This made the total income for the 
Nunn Clothing Company for the entire 
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CHARACTER OF MANAGEMENT AS A BASIS FOR 
OBTAINING BANK CREDIT 


its account, therefore extended what it 
considered a “constructive loan” to the 
Nunn Clothing Company. The bank 
allowed the company a line of $14,000, 
notwithstanding the fact that this 
amount was equal to the total invested 
capital of the organization. The line 
of credit was to be used entirely for the 
purchase of merchandise. The credit 
manager of the bank extended this lib- 
eral credit because he expected the com- 
pany to be successful. Although the 
credit manager had no indication of the 
managerial ability of the four owners, 
his belief in the future success of the 
business was based on three facts: (1) — 
all four of the owners had proved them- 
selves successful salesmen; (2) the store 
which they rented was located excel- 
lently in the center of the retail district 
of the city, the population of which was 
approximately 171,000; (3) he be- 
lieved the rent of $7,000 a year for a 
5-year lease to be low compared with 
rents for similar locations in that city. 

The Nunn Clothing Company sold 
medium-priced ready-made suits and 
overcoats which retailed for $25 to $50 
each. All sales were made on a strictly 
cash basis. The company sold chiefly 
to office and bank workers of middle 
age as well as to a few well-paid labor- 
ers. This clientele did not require ex- 
treme styles; thus an element of style 
risk was eliminated. 

By July, 1924, the company had re- 
duced its borrowings to $5,600. On 
October 1, 1924, the Nomenad Bank 
was asked to finance the fall peak 
stocks. The credit manager of the bank 
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inventory was increasing rapidly. This 
was partially attributable to the $4,000 
var of operation $18,815. By deduct- stock of furnishings purchased from the 
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investigated conditions of the company 
with a view to determining the de- 
sirability or undesirability of extending 
the loan. 

The credit terms received by the 
company usually were either 3% dis- 
count for payment within 10 days, 5% 
discount for payment within 6 days, or 
net 60 days, depending upon whether 
suits, overcoats, or men’s furnishings 
were purchased. Bills for overcoats 
were postdated two or three months 
during the summer. Over 50% of the 
total merchandise was purchased from 
a company which did not advertise 
nationally. Its secretary gave the Nunn 
Clothing Company the benefit of his 
advice and experience as to the type and 
size of suits and overcoats to purchase, 
when to purchase them, and what styles 
to feature. He also audited the com- 
pany’s books, supervised its system of 
accounts, and compiled the monthly 
statements. He agreed to give this 
service to the Nunn Clothing Company 
as long as 50% of its merchandise was 
purchased through his company. This 
definite connection with a growing re- 
tailer he regarded as sufficient compen- 
sation for the assistance which he pro- 
posed to give. The bank realized that 
in agreeing to purchase so large a per- 
centage of the stock from one whole- 
saler the clothing house might seriously 
restrict its choice of styles, and that also 
dependence upon the wholesale firm for 
such a service might result in less atten- 
tion paid to the quality of merchandise 
furnished the clothing company. The 
management of the Nunn Clothing 
Company, however, was inexperienced 
in buying and bookkeeping, while the 
company’s adviser had been successful 
in both lines for more than 10 years. 
The service of the secretary of the 
wholesale firm, therefore, was consid- 
ered very valuable by the bank. 
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Policy of Expansion Followed 


In September, 1923, the Nunn Cloth. 
ing Company sublet half its store to ; 
men’s furnishing company for $4,200 3 
year. This business proved later to be 
unsuccessful, and on May 1, 1924, the 
Nunn Clothing Company purchased the 
stock of this firm for $4,000, which was 
about 20% below cost. It continued to 
operate the men’s furnishing store as 
a branch of its own business. The oper. 
ation of the new department for the 









































first four months apparently was suc. The t 
cessful, as indicated by the following MM fnancial 
profit and loss statement: its first 
The | 
MEN’s FURNISHING DEPARTMENT analyzil 
Nunn CLOTHING ComMPANY dth 
Profit and Loss Statement, May 1, 1924, to ” 
September 1, 1924 the con 
was Im} 
ry os Se $13,882 
 eerreeern reer rr Lae 9,940 
Cbs BROGOIR. . «6.50 dacuneeene eee $ 3,942 a 
Pn 3,189 
Or Pre Ae $ 753 
Fite TOONS ..... sksccnnouaenesscs . 659 = 
~- Cash. . 
Total Mat (20ie. 566s cadinaebey sive $ 1,412 Mercha’ 
Stock-turn, 7 times a year 
Total 
The profit and loss statement for the sven 
year in the men’s clothing department, 
the main department of the Nunn Cloth- Total 
ing Company, was as follows: 
MeEN’s CLOTHING DEPARTMENT 
Nunn CLoTHinGc CoMPANY 
Profit and Loss Statement, September 1, 1923, Notes I 
to September 1, 1924 Notes I 
Notes | 
Peet GOORR. nw oc cs veccdsscabenbameuns $178,017 Accoun 
CM 6 6 bccece cd Happ booeeaneenere 132,426 
| eee eT $ 45,59! C Tota 
en re 37,506 omm« 
Surplu: 
PE cic ccies cc caspsnceeeieeenees $ 8,085 
ke Pe ee 9,318 Tens 
Total Net Gaim . ...cccccssvtcsesess $ 17,493 ites’ 
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This made the total income for the 
‘unn Clothing Company for the entire 
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inventory was increasing rapidly. This 
was partially attributable to the $4,000 
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Cloth. Ming minor items of questionable value former tenants and partially to a policy 
¢ tog Min drawing up the balance-sheet, this of building up stocks. Although the 
200 a Mitotal was reduced to $15,591. Figures increase in the merchandise inventory 
to be Mot stock-turn in retail clothing stores was rapid, the very favorable stock- 
4, the compiled by the Bureau of Business Re- turn seemed ample justification for the 
ed the Mlisearch, Northwestern University, indi- increase. The size of the accounts- 
ch was Mfcate that the average stock-turn in 250 payable item was explained by the 
ued to MiBstores in 1919 was 2.2 times a year. post-dating of bills for merchandise, as 
ore as MEEThe stock-turn of 3 times a year se- the company always took advantage of 
: oper. fmm cured by the men’s clothing department, its cash discounts. The balance-sheet of 
or the Mitherefore, appeared to be satisfactory. the company, therefore, presented a 
1S suc The balance-sheet below indicates the favorable aspect, since it indicated a sub- 
lowing MM inancial changes in the company during stantial reduction in bank borrowings, 
its first year of operation. and a rapidly accumulating surplus 
The credit manager of the bank, in which was the result of a reinvestment 
vag analyzing the financial statement, no- of earnings. 
sy, to gtced that although the cash position of On January 1, 1924, the merchandise 
the company was low, the current ratio inventory was written down 30%, but 
— a" improving. It was found that the no further depreciation was taken until 
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A bank may render a service to the 
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September 1. This heavy depreciation 
was taken at the first of the year for 
two reasons: (1) there had been a 
shrinkage in retail prices of similar mer- 
chandise, and, (2) the accounting ad- 
viser of the Nunn Clothing Company 
considered it good policy to charge 
heavy depreciation and obsolescence so 
that the inventories might appear con- 
servatively valued. 


Banking Relations 


The company had kept an average 
balance of slightly less than 20% with 
the bank from January to October, 
1924, but, if the line of credit were in- 
creased to $21,000, the average month- 
ly balance of $2,800 since April would 
be only about 13% of the line. The 
bank wished as soon as possible to place 
the line of credit of the Nunn Clothing 
Company on the basis which usually 
was required. It was probable that this 
would be retarded by the further exten- 
sion of a more liberal line of credit than 
was customary. The original loan was 
made to assist the company in starting 
operations; it was made without stipu- 
lations as to the balance which would 
be required of the company. At the 
time it had made the loan, the bank had 
intended to require the company to meet 
its obligations within a year. Monthly 
statements of sales, profits, and financial 
conditions were submitted. 

It was not unusual for a clothing com- 
pany to show larger proportional prof- 
its in its first year of operation than 
at any subsequent time. This fact was 
caused by the heavy depreciation and 
obsolescence of styles of stock which 
had been kept for a year or more. This 
situation did not appear in the financial 
statements until the company had been 
in business for several years. The fact, 
however, that extreme styles in suits and 


overcoats were not carried by the com. 
pany would tend to decrease the custom. 
ary stock losses in later years because 
of depreciation and obsolescence. The 
company reported a loss amounting to 
$1,197 during August. The credit man. 


ager did not consider this a serious fac. 9 


tor, since August was a vacation period 
and retail sales usually were below ay. 
erage. 

The credit manager of the bank be. 
lieved the policies of the Nunn Clothing 
Company to be sound. He felt that the 


four owners had gained valuable ex. | 


perience during the year in managing 
the store. The new concern, with the 
assistance of the secretary of the whole. 
sale firm, was in excellent position to 
assist in the training of the four owners, 
and the credit manager believed thar 
they possessed the qualities to make 
them capable managers. He expected 
that the Nunn Clothing Company would 
not utilize the entire line of credit ex- 
cept during the fall selling peak of Oc- 
tober 1 to December 20, when 25% 
to 30% more stock was carried than 
at other times. 

In accordance with the general bank- 
ing situation in October, 1924, the 
Nomenad Bank had large available 
funds for loans. The officers considered 
that the retail clothing business was in 
a promising condition. Considering the 
business outlook and the favorable po- 
sition in an expected upswing of the 
business cycle, there seemed little dan- 
ger in an immediate overexpansion of 
the Nunn Clothing Company.’ The 
credit manager, therefore. advocated 
that the line of bank credit be increased. 


Conclusion 


It was not a customary procedure for | 





"Harvard Economic Service, Vol. Il, Weekly 
Letter, Number 40. 
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the Nomenad Bank to grant the exten- 
sion of a line of credit unless the 20% 
deposit requirements had been fulfilled. 
In the case of the Nunn Clothing Com- 
pany, however, the bank felt justified 
in making an exception, although this 
requirement had not been met. The 
reasons for this deviation from the 
established policy were: (1) The Nunn 
Clothing Company had been successful 
in its first year of business; (2) its pol- 
icies were believed to be sound; (3) 
the balance-sheet indicated a sound and 
improving financial condition; (4) prof- 
its had not been taken out of the busi- 
ness; (5) the increased line of credit 
was for the purpose of financing sea- 
sonal peak purchases and was not a 
long-time loan; (6) the Nomenad Bank 
had large funds available for loans; and 
(7) the belief of the credit manager in 
the ability of the management to con- 
tinue the successful operation of the 
business. 


ANUFACTURERS of consum- 
er’s goods who are placing a new 
product on the market or planning a 
change in an established method of dis- 
tribution often are confronted with the 
problem of whether or not exclusive 
agencies should be granted. The fol- 
lowing cases have been selected as illus- 
trative of the general principles which 
apply to this method of distribution, and 
the limitations which arise in certain in- 
stances. No attempt has been made to 
discuss in detail, the conclusions reached 
by the firms in question except in so 


__... 


‘The term “exclusive agency” as used here is 
defined as a retail establishment which has been 
granted exclusive territorial rights on the sale of 
an article or line. It does not mean that the retailer 
may not handle competing merchandise if he de- 
sires; aD agreement restricting him in this respect 
may be limited by the Clayton Act as indicated in 
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A bank may render a service to the 
community by aiding the launching of 
an enterprise of which the success seems 
probable. By the granting of a loan such 
as that termed by the bank in this case 
a “constructive loan,” a bank may very 
materially assist the establishment of a 
business. Although the loan may be 
used as working capital that might more 
properly be financed by the business it- 
self, it may be of great advantage to 
the business to obtain adequate inven- 
tories immediately. 

The probability of success of a busi- 
ness may be a determining factor in a 
bank’s extension of a line of credit, be- 
cause success means increased business 
for the bank. Although a concern may 
not have maintained the 20% deposit 
requirements of its credit line, this may 
not prevent the bank from granting an 
additional line, if it feels that the prob- 
abilities of the company’s success are 
commensurate with the risk. 


THE USE OF EXCLUSIVE RETAIL AGENCIES 


far as the problem of exclusive agency 
is concerned. The first three cases, 
those of the Penwick Company, Slaw- 
son and Gilbert, and the Delcourt Shoe 
Company, indicate the type of merchan- 
dise which may be sold in this manner. 
The remaining cases point out excep- 
tions which are found to the general 
rule and indicate the conditions under 
which these may be expected to occur.’ 


Convenience Goods 


The Penwick Company operated a 





the decision of the Supreme Court of the United 
States in the case of the Standard Fashion Com- 
pany v. Magrane-Houston Company. As a matter 
of fact, of course, directly competing goods are 
seldom handled by merchants who accept exclusive 
agencies (cf. Nathan Isaacs, Harvarp BUSINEsS 
Review, April, 1925, p. 265). 
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large wholesale grocery business in Phil- 
adelphia, specializing in fancy groceries 
and imported goods under its own 
brands. It also sold large quantities of 
staple groceries. The traveling sales- 
men for its wholesale department cov- 
ered a territory of about 300 miles ra- 
dius from Philadelphia. 

J. K. Lawson, who operated a gro- 
cery store in a town in New Jersey, re- 
quested the exclusive agency for Pen- 
wick goods in his town. The town in 
which his store was located had a resi- 
dent population of about 2,200. Dur- 
ing the summer months of each year, 
however, the population was increased 
by the influx of over 1,000 people from 
Philadelphia, New York, and other cit- 
ies. The summer visitors were well-to- 
do, many of them owning cottages and 
summer homes in the town. There was 
also a large summer hotel in the town. 
In addition to the Lawson store there 
were three other grocery stores, all of 
which were less attractive and poorer 
credit risks. The Lawson store was 
unquestionably the best, and it had an 
excellent credit rating. 

The Penwick Company previously 
had sold to all these stores. It also had 
sold directly to the hotel. The retail 
branch of the company, furthermore, 
shipped mail orders by express directly 
to consumers in the town during the 
summer months. Other wholesale gro- 
cers in Philadelphia and New York 
competed for orders from the retailers 
and the hotel. 

It had been the policy of the Penwick 
Company never to grant exclusive agen- 
cies. If this request of Mr. Lawson were 
granted, it would be for an indefinite pe- 
riod which could be terminated at will 
by either party. The Penwick Com- 
pany would not be obliged to discon- 
tinue its sales to the hotel or to refuse 
mail orders directly from customers. 
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Although the Penwick Company real. 
ized the advantages to be gained from 
selling only to the best credit risk and 
also to the most attractive store in the 
town, it decided not to grant the exclu. 
sive agency to Mr. Lawson. 

The products which the Penwick Com. 
pany sold may be classified into two 
groups; namely, specialty goods *— 
which include the fancy imported gro. 
ceries and those special products which 
were sold under the company’s own 
brand—and convenience goods—which 
include all staple products, such as 
sugar, flour, salt, and similar products. 
Ordinarily a wholesale grocery house, 
although it may feature special fancy 
products, must depend to a large extent 
on securing the major portion of its 
sales on staple lines, for these are neces- 
sities and, therefore, have a greater de- 
mand. The Penwick Company, like the 
great majority of other grocery whole- 
salers, found the bulk of its sales in con- 
venience lines. 

A fundamental principle which must 
be observed in marketing convenience 
goods is that goods of this type must be 
made readily available to all consumers. 
A person desiring sugar, coffee, rice, 
or a similar item, will make that pur- 
chase at the most convenient store. The 
wholesaler, by placing his products on 
sale in as many retail stores as possible, 
therefore, secures greater sales on sta- 
ple lines and also tends to guard against 
the substitution of other brands for his 
own. Since the Penwick Company fea- 
tures branded merchandise, the latter 
is an important consideration. If the 
exclusive agency should be granted Mr. 
Lawson, it definitely would limit the dis- 
tribution of the Penwick Companys 
products and thereby reduce its total 
sales. It may logically be concluded 





2 Cf. M. T. Copeland, Harvarp Business Review, 
April, 1923, pp. 282 ff. 
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that the exclusive agency normally has 
no place in the distribution of conven- 
ience goods. 


Shopping Goods 


A somewhat different situation is pre- 
sented in the sale of shopping goods, as 
illustrated in the case of Slawson and 
Gilbert. In July, 1922, the general 
manager of the Slawson and Gilbert 
department store was offered the exclu- 
sive agency in the city in which the store 
was located for all products of the L. J. 
Stanley Company, manufacturers of 
“Stancraft,” ready-to-wear apparel for 
women. 

Although the ready-to-wear garments 
manufactured by the L. J. Stanley Com- 
pany conformed to the general style 
tendencies as regards length and fulness 
of skirts and other general features, 
semistandardized styles had been devel- 
oped in women’s coats and suits. These 
garments were distinctly conservative 
and did not reflect any fads or short- 
lived style tendencies. The policy had 
been adopted by the company as a means 
of stabilizing its business and placing it 
on a footing less susceptible to the effects 
of style tendencies in women’s garments. 
The policy, furthermore, had been based 
on a belief that a demand existed for 
conservatively modeled women’s gar- 
ments, tailored in good taste, that could 
be worn more than one season. Such 
a policy permitted the company’s pro- 
duction to be spread over a longer peri- 
od of the year and thus helped to level 
out the seasonal production peak, which 
is accentuated in the garment trade be- 
cause of the fact that the manufacturers 
are unwilling to assume the risk of mak- 
ing up garments too far in advance of 
the season. This enabled the Stanley 
Company to effect some economies in 
production. The policy also made it pos- 
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sible for the company to trade-mark and 
advertise its products. The company 
realized this advantage and attempted 
to familiarize the public with its policy 
and trade name by advertising both in 
newspapers and also in periodicals of 
national circulation. 

Ordinarily manufacturers of such mer- 
chandise as ready-to-wear and dry-goods 
seek the widest distribution possible. 
They sell to department stores, metro- 
politan specialty stores, and other out- 
lets for this type of merchandise without 
restriction. The L. J. Stanley Com- 
pany, however, granted an exclusive 
agency for its garments to one depart- 
ment store or other ready-to-wear out- 
let in each locality. The exclusive- 
agency agreement which was offered 
could be terminated by either party by 
giving 30 days’ notice. 

The firm of Slawson and Gilbert 
operated the largest department store in 
a city of 25,000 population. The store, 
which had a sales volume of approxi- 
mately $550,000 a year, secured trade 
not only in the city, but also in the 
surrounding country, since there was no 
large city situated nearby. Two smaller 
department stores and several dry- 
goods and specialty stores constituted 
the principal competition. The usual 
line of merchandise found in depart- 
ment stores of a similar size was carried. 

In the past Slawson and Gilbert had 
made purchases from manufacturers and 
wholesalers principally through travel- 
ing salesmen who called at the store. 
The management, however, had de- 
cided, early in 1922, that the business 
was of a sufficient size to warrant pri- 
mary market buying, and was making 
arrangements to send some of its buy- 
ers to New York at least twice each 
year. The store never had had an ex- 
clusive agency in any of its ready-to- 
wear departments. It, however, had 
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found exclusive agencies in the men’s 
furnishings department satisfactory. At 
the time the exclusive-agency offer was 
made by the Stanley Company, no other 
store in the city carrying women’s ready- 
to-wear had an exclusive agency for 
“Stancraft” or any similar line of semi- 
standardized women’s garments. 

After carefully considering the offer 
of the L. J. Stanley Company, the Slaw- 
son and Gilbert department store de- 
cided not to accept the exclusive agency 
for “Stancraft’”’ garments for women. 
This conclusion appears to have been a 
sound one. 

Women purchase ready-to-wear on a 
shopping basis, comparing style, qual- 
ity, price, and, in some respects, service 
in the various stores. Even within the 
department of one store there is a ten- 
dency for purchasers to compare styles 
and values. The shopping habit is 
most highly developed in women, and 
this fact has a definite bearing on the 
merchandising policies of a department 
store. 

There probably would exist some de- 
mand for such semistandardized gar- 
ments as the L. J. Stanley Company 
manufactured, but such garments would 
be bought on a shopping basis and not 
because of the prestige created by ad- 
vertising the trade name. If Slawson 
and Gilbert had accepted the exclusive 
agency, they definitely would have re- 
stricted their selection of seasonal mer- 
chandise and novelties, which consti- 
tuted the major portion of the business, 
because of the importance of the style 
factor in the shopping-goods trade. 

From the standpoint of the L. J. 
Stanley Company, the policy of granting 
exclusive agencies on ready-to-wear gar- 
ments also seems disadvantageous. Since 
this class of merchandise is bought on 
a shopping basis, it is to the advantage 
of the manufacturer to have his mer- 
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chandise stocked by as many stores as 
possible. His merchandise then wil] 
be compared more frequently with the 
products of other manufacturers, which 
should result in increased sales. Re. 
stricted distribution, as the exclusive 
agency implies, therefore, should not be 
sought by the L. J. Stanley Company. 
It may be concluded from this case 
that in general an exclusive agency for 
shopping goods is not advisable either 
from the view-point of the retailer, or 
that of the manufacturer or wholesaler. 
This conclusion, however, does not ap- 
ply where specialty goods are concerned, 
as brought out in the following case. 
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A Specialty Product 


The Delcourt Shoe Company, pre- 
vious to 1918, did not market any of its 
shoes under its own brand name. Dis- 
tribution, prior to that time, had been 
through wholesalers, department stores, 
and mail-order houses, each of which 
demanded shoes branded with its own 
trade name. During 1918 the company 
planned to market at least 60% of its 
output directly to retailers under its 
own trade name and to advertise the 
shoes nationally in leading publications. 
Before this policy could be put into 
operation, however, it was necessary to 
decide whether to establish exclusive 
agencies. 

The Delcourt Shoe Company manv- 
factured men’s and boys’ medium-priced 
shoes. Profits depended upon quantity 
production, and the company desired a 
distribution policy by which it could 
operate at capacity for as long a period 
as possible. In 1918, when the factory 
operated at capacity, sales were approx- 
imately $3,750,000. 

The company planned to employ 35 
salesmen to sell both the branded and 
the unbranded shoes throughout the 











































United States. In addition to the usual 
expense account, they were to be paid 
,commission on net sales with a guaran- 
ted minimum income. The sales man- 
ager of the Delcourt Shoe Company 
formerly had been employed by another 
shoe company which had exclusive agen- 
ces and he was enthusiastic regard- 
ing that method of distribution. Ex- 
dusive agencies were of assistance to the 
salesmen in securing customers who pre- 
viously had purchased from wholesalers, 
for they could explain that no compet- 
itor would sell the same make of shoes. 
This was advantageous to the retailer, 
for dificult competition, which was met 
if he purchased shoes from a wholesaler 
who would sell to any retailer in the 
community, was thereby avoided. The 
fact that the shoes were to be adver- 
tised nationally also was valuable to the 
retailer. After exclusive agencies were 
established, this advertising would de- 
crease sales resistance. 

It did not seem probable that more 
than one retailer in a community could 
be obtained even if exclusive agencies 
were not granted. Retailers preferred 
not to sell the same trade-marked mer- 
chandise which their competitors sold. 
In the majority of small towns and cities 
competition was keen, and if two retail- 
ers sold the same advertised shoes, price 
competition might ensue. The result 
would be dissatisfaction and discontin- 
vance of their connections with the com- 
pany. It seemed doubtful that exclusive 
agencies would tend to limit sales in 
this line, because one retailer who 
stocked a complete line of a company’s 
shoes probably sold more of that com- 
pany’s shoes than several retailers who 
purchased limited quantities from sev- 
eral manufacturers. Other shoe manu- 
facturers with similar shoes granted ex- 
clusive agencies, and to compete with 
them it seemed advisable for the Del- 
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court Shoe Company to pursue the same 
policy. 

The treasurer and the production 
manager, who attended the conference 
at which the subject was discussed, were 
not convinced that exclusive agency 
was the best policy for the company. 
They stated that exclusive agencies 
probably limited sales and increased 
sales expense. A salesman frequently 
could visit only one town in a day, and 
while there -he could interview several 
retailers as well as one. Furthermore, 
they emphasized the fact that inferior 
retailers probably would have to be ac- 
cepted, because other manufacturers al- 
ready had established relations with the 
desirable dealers. Satisfactory distribu- 
tion thus might not be attained, and this 
would curtail production. If the less 
satisfactory retailers were secured as 
agents, it prevented the Delcourt Shoe 
Company from placing even one of its 
lines of trade-marked shoes with a lead- 
ing retailer. It was possible to do the 
latter when the line did not compete 
with the shoes for which the desirable 
retailer was the exclusive agent. The 
introduction of such a line on a limited 
order frequently was the means of se- 
curing at a later date the representation 
for the manufacturer’s complete line of 
shoes. They also pointed out that rub- 
ber tire, hosiery, and other manufac- 
turers with national distribution, who 
formerly had granted exclusive agencies, 
had discontinued them. 

In a later discussion it was empha- 
sized that unbranded shoes of the same 
quality as the branded shoes were to be 
manufactured, and that these shoes 
could be sold without discrimination to 
retailers in towns and cities where ex- 
clusive agencies on the branded shoes 
had been granted. Retailers, further- 
more, were to be granted exclusive agen- 
cies by business localities rather than by 
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towns or cities. If a town had two trad- 
ing centers, two exclusive agencies were 
granted. 

Because of the competition and the 
belief that exclusive agencies helped 
to increase sales, the company adopted 
the policy in 1918. It developed that 
it was often impossible to secure the 
proper type of dealer for an exclusive 
agency, and, therefore, that few sales 
were received from that locality. More- 
over, the retailers who accepted the 
exclusive agency of the Delcourt Shoe 
Company discontinued it and accepted 
the exclusive agency for other shoes 
more frequently than had been expected. 
The company, however, realized the 
fundamental soundness of the exclusive- 
agency plan for its product and contin- 
ued that policy. It regarded the diff- 
culties encountered as incident to the 
installation of its new plan of merchan- 
dising and not of a permanent nature. 

Trade-marked shoes for men of a 
grade which sold at a retail price of $8 
to $10 in 1918 are a specialty rather 
than a convenience or shopping prod- 
uct. Men do not desire to shop for 
merchandise in the way which is charac- 
teristic of women. Men usually select 
the store from which they wish to make 
their purchases and buy what that store 
offers if their requirements are met. 
The necessity of wide distribution for 
men’s shoes, therefore, is not present, 
as would be the case were the product 
convenience or shopping goods. 

Continuous, aggressive effort is neces- 
sary to establish a branded specialty in 
a community. The manufacturer needs 
the close cooperation of the retailer and 
this can be obtained only if the retailer 
is given the sole right to the benefits 
that his aggressive efforts may produce. 
For example, an exclusive agent may do 
a considerable amount of advertising 
at his own expense, which could not be 
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expected from a dealer who had not 
been granted exclusive rights. Further. 
more, unless exclusive agencies are 
granted, dealers will not carry complete 
stocks of the company’s product, be. 
cause of the relatively large investment 
required. Thus, prestige may be injured 
and sales volume decreased. It is be- 
cause of this fact that other manufac. 
turers of men’s shoes have followed the 
policy of selling through exclusive agen. 
cies. The Delcourt Shoe Company was 
forced to recognize this competitive 
factor. 

Exclusive agencies have additional ad- 
vantages in the distribution of specialty 
goods in that they tend to cut down 
sale costs by establishing continuous re- 
lations with the same group of dealers, 
and by serving as a protection against 
price-cutting. The company’s decision 
in this case was clearly justified. 

The foregoing cases have indicated 
general rules in the application of the 
use of exclusive agencies, based upon 
the type of goods sold. Certain excep- 
tions to each of these exist. The cases 
of the Cutter Varnish Company, the 
Potter Company, and the Windham 
Candy Company, given below, bring out 
the principal limitations. 


A Limitation in the Case of 
Convenience Goods 


The Cutter Varnish Company manu- 
factured and distributed under its own 
brand a complete line of enamels and 
varnishes. The total number of retail- 
ers who carried the products of the com- 
pany was about 2,000, only one-fifth of 
whom purchased directly from the com- 
pany. Net sales in 1919 were approxi- 
mately $500,000. The company had 
followed the policy of granting exclusive 
agencies to wholesalers who agreed to 
sell to only one retailer in a town. Prior 












































 1gi0 the sales had been restricted to 
\ew England and states east of the 
\(ssissippi River. In New England, 
salesmen had been employed who sold 
rectly to retailers; in other states, the 
jstribution had been secured through 
‘exclusive wholesalers; in the latter ter- 
story 6 salesmen were engaged in devel- 
mping sales among retail customers, each 
of whom was called upon 3 or 4 times a 
yar. Orders taken were turned over 
» the wholesaler in that district. 

The company had advertised to a lim- 
ted extent through local newspapers 
ad in street cars. In 1910 it decided 
institute a national advertising cam- 
mign through periodicals and maga- 
ines, in order to secure complete dis- 
tribution throughout the United States. 
The company decided to distribute 
«tirely through wholesalers. It was 
necessary to decide whether to continue 
the policy of distributing through ex- 
dusive agencies or to sell to all whole- 
salers who could be secured, and allow 
them to sell to as many retailers as they 
isired. The proposed change followed 
the general practice of distributing non- 
specialty merchandise through as many 
outlets as possible. 

The important disadvantage of ex- 
(usive agencies was that distribution 
was less thorough and sales consequent- 
y less than if the company sold to all 
vholesalers and retailers. Non-special- 
'y merchandise usually did not have so 
much consumer appeal that a customer 
would go out of his way to secure it 
rather than accept a substitute. Fur- 
thermore, it was questionable whether 
or not the stocks of exclusive agents 
vere suficient to meet the possible de- 
mand created by the campaign of na- 
tonal advertising. 

By distributing through exclusive 
agents, however, the company could se- 
lect the most important wholesalers and 
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retailers in each district. In this way, 
the product received prestige, and the 
company was assured of a minimum 
credit risk. The wholesalers and retail- 
ers, moreover, were more willing to 
carry the company’s products if they 
were granted exclusive agencies, and 
the company was of the opinion that 
more good-will could be secured by this 
policy. 

An important advantage from the 
standpoint of the company was the fact 
that under a system of exclusive 
agencies there was less probability of 
price-cutting than if the product were 
sold to all wholesalers and retailers. 
The product was in a different position 
from a nationally advertised one with 
a wide consumer demand, which com- 
pelled distributors to carry it. For this 
reason, the management was of the 
opinion that price-cutting would be 
serious for its products, especially since 
a retailer had to carry an inventory of 
from $500 to $700 worth of the com- 
pany’s products in order to have a 
complete medium-sized stock. An in- 
ducement to retailers, such as the offer 
of an exclusive agency, was desirable. 

The Cutter Varnish Company decided 
to continue the policy of granting ex- 
clusive agencies, principally because of 
the large investment required for stocks. 
The ordinary stock of paints and var- 
nishes consists of a large number of 
colors and shades as well as a variety 
of sizes of containers. A dealer could 
not be expected to carry the company’s 
complete line unless he were given as- 
surance that he would not meet price 
competition on the same line from other 
dealers in his locality. Although there 
is some indication that paints and var- 
nishes are approaching the specialty 
class, because the purchase usually can 
be delayed until a store of the customer’s 
choice can be visited, they still may be 
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classed in the convenience group, for 
under ordinary circumstances the con- 
sumer will not go out of his way to ob- 
tain a special brand or to buy from a 
certain dealer. The case of the Cutter 
Varnish Company serves as an illustra- 
tion of the exception to the general rule 
that convenience goods should not be 
distributed through exclusive agencies. 
Whenever a large investment must be 
made in stock, it may be necessary to 
grant exclusive agencies. 

An exception to the general rule that 
exclusive agencies should not be used 
in selling shopping goods is found in the 
case of the Potter Company. 


A Limitation in the Case of Shopping 
Goods 


The Potter Company manufactured 
an extensive line of women’s shoes of 
high and medium grades. It had adopt- 
ed the exclusive-agency plan, giving the 
agency for its branded and advertised 
shoes to dealers in both larger and 
smaller towns. After a few years’ ex- 
perience, the company found that in giv- 
ing the exclusive agency to a dealer in 
a larger town a certain clientele would 
be reached by that agent, but a large 
possible trade would not be reached at 
all. In the smaller towns the company 
often had dealers who were not entirely 
satisfactory; the policy of the company 
had always been to carry these accounts, 
nevertheless, since it was thought “‘cold- 
blooded” to shift as soon as there was 
any evidence of not reaching the desired 
quota. Likewise, the company received 
requests from shoe dealers in towns 
where there were already exclusive 
agents. The solution which the com- 
pany adopted was that of establishing 
a new brand—the same qualities, same 
line, and same type of advertising for 
which exclusive agencies were granted 
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to other dealers in the same towns. Th 


company’s advertising did not mentio oh 
the fact that the two brands were many Prior 
factured by the same concern; they wer Compar 
advertised competitively and were han agency | 
dled by competing merchants. Dealer tion of 
generally, however, were familiar wit to five | 
the situation. At the outset, differen was prc 
sales forces were used for pushing the continue 
two brands, but in time it was found that ing sele 
this was unnecessary. The same sales The | 
force now handles both brands, cover- establis! 
ing two dealers handling the brands in) @ and sta 
a given town. The shoes are the same,) § store ai 
but care is taken to differentiate the high gr 
styles sold to different dealers in any) A secon 
one town. facturin 
Women’s shoes, because of the pre- other e: 
dominance of the style factor, fall dis-7W tation o 
tinctly into the class of shopping goods. 7@ ing a h 
They are bought on a basis of compari- numerot 
son. A situation somewhat analogous diferent 
to that existing in the case of the Cutter The - 
Varnish Company is found in the case of ingly pe 
the Potter Company. A relatively manufa 
large investment in stock must be made remaine 
if the dealer is to carry an adequate line. WM one day 
For this reason it is found advisable to SMH amels ai 
grant exclusive agencies in merchandis- WM eyer, re 
ing women’s shoes. Exclusive agencies one or | 
here insure the retailer against the pos- @@ in temp 
sibility of price-cutting as well as un- Gi chocolat 
necessary style risks. dius for 
An advantage to the manufacturer @ miles. 
is also found in limiting distribution to In 1 
exclusive agencies in the case of women’s WH menced 
shoes. Through having a small number W@ quantity 
of dealers, closer contact with the mar- WM agencies 
ket is maintained, thus permitting 2 sold. 7 
more accurate forecast of the demand, 1S cents 
and a consequent better regulation of @@ pany h; 
production. third ci 
In the case of the Windham Candy @@ factory 
Company a situation is found in which HM stores 
it appeared unwise to grant exclusive Hj which ¢h 
agencies, although specialty goods were HM only car 
sold. tinued t 






































A Specialty-Goods Limitation 


Prior to 1917 the Windham Candy 
Company established only one exclusive 
gency in a town or city with a popula- 
ion of less than 200,000 and from one 
to five in the larger cities. In 1917 it 
yas proposed that this policy be dis- 
continued, and that the policy of grant- 
ing selective agencies be adopted. 

The Windham Candy Company was 
established in an eastern city in 1899 
and started operations in a combination 
store and manufacturing shop. Only a 
high grade of candy was manufactured. 
A second combination store and manu- 
facturing shop was established in an- 
other eastern city in 1908. The repu- 
tation of the company for manufactur- 
ing a high-quality product spread until 
numerous demands were received from 
diferent sections of the United States. 
The high-quality candy was exceed- 
ingly perishable. Dipped fruit candy 
manufactured in the store frequently 
remained in perfect condition only for 
one day. Dipped creams, nuts, and car- 
amels and other chocolate candies, how- 
ever, remained in salable condition for 
one or two months. A sudden change 
in temperature, however, affected the 
chocolate covering. The shipping ra- 
dius for candy was approximately 500 
miles. 

In 1912, when the company com- 
menced to distribute an appreciable 
quantity of its candy to the exclusive 
agencies, about 650,000 pounds were 
‘old. The retail price was from 60 to 
7§ cents a pound. By 1917 the com- 
pany had established a branch in a 
third city and erected a small candy 
lactory to supply the company’s three 
stores and the 500 exclusive agencies 
which the company had granted. The 
only candy which the three stores con- 
‘nued to manufacture was the highly 


CASE STUDIES IN BUSINESS 


493 


perishable variety. About 1,000,000 
pounds of candy were sold in that year; 
the retail price was from 85 cents to 
$1 a pound. The agencies were lo- 
cated in approximately 450 cities and 
towns and had been granted to retailers 
who had solicited the agency from the 
company. In granting agencies an at- 
tempt had been made to select retail 
drug and candy stores with high local 
standing. For guidance in granting 
agencies, the company relied on credit 
and trade references and on the length 
of time the retailer had been in business. 

Written contracts frequently had been 
made when an exclusive agency was 
granted. In 1917 about :00 contracts 
were held by retailers, which granted 
the exclusive agencies for the sale of 
Windham candy in their localities for 
10 years from date of the contract. In- 
dividuals who accepted the contracts 
agreed to display advertising material, 
to cooperate with the company, and not 
to sell another high-grade competing 
product. The customer was not re- 
quested to purchase a stipulated quan- 
tity of candy annually. 

Many retailers in towns and cities 
where exclusive agencies had been estab- 
lished agencies, and, therefore, the 
ham candies. They stated that their 
customers were not patrons of the estab- 
lished agencies, and, therefore, the 
Windham Candy Company was not se- 
curing its share of orders in these local- 
ities. Despite these demands, the presi- 
dent of the company, who was convinced 
that exclusive agencies were necessary 
for the company to retain its reputation, 
refused to establish more than one 
agency in a city or town with a popula- 
tion under 200,000. 

In 1917 the president sold his control- 
ling interest in the company to another 
individual; it was understood that the 
president was to remain with the com- 
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pany for one year as adviser. A few 
months after the new owner had been 
in control he concluded that sales were 
lost by the exclusive-agency policy; he 
then interviewed several of the retailers 
in cities or towns with a population 
under 200,000 who had requested the 
Windham agency. After he had con- 
sidered the problem, he outlined the fol- 
lowing policy which he proposed should 
be adopted. 

It was his opinion that exclusive agen- 
cies should be discontinued and the pol- 
icy of selective agencies adopted. This 
entailed the establishment of at least 
one agency in the buying center of a 
city or town, and additional agencies in 
the same center if it seemed desirable, 
and if the retailer with the first agency 
did not disapprove strenuously. New 
agents should be selected from the list 
of retailers who already had requested 
the agency from the company. Six or 
seven salesmen should be employed to 
investigate the reputation of the agent, 
to insure that Windham candy would be 
sold by stores with a high standing. 

This proposal was not approved by 
the former president. He believed that 
its adoption might lead to quantity 
rather than quality production, and, 
therefore, the Windham Candy Com- 
pany might appeal to a different class of 
customer. A competing company, in his 
opinion, had lost prestige after it dis- 
continued exclusive agencies and sold 
to all types of retailers. The Wind- 
ham Candy Company, in his opinion, 
had consumer demand for its high-qual- 
ity candy. Approximately two-thirds of 
the company’s output was distributed 
through its three stores. They could 
be increased in number without affecting 
adversely the prestige of the company. 
The established agencies with contracts 
might disapprove, and those with the 
guaranty of an exclusive agency for a 
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specified number of years might bring 


legal action against the company. Fur. high-qui 
thermore, the existing agencies and the original 
company s own stores absorbed the en. This co 
tire output of the factories. of distr 
The new owner contended that his eq of retai 
plan would increase sales. The addi- sults of 
tional credit and accounting expense in- A thir 
curred by adopting the plan of selective were sli 
agencies would be negligible. The tray- Windhz 
eling expense and salaries of the new policy « 
salesmen would result in the largest in- ina city 
crease in expense. Numerous orders The 
for one- and two-pound boxes of candy © ¥ efect th 
were received continually from custom. rather 
ers who inquired why the company did though 
not have agencies in their localities. An caused 
investigation disclosed that in several of sales di 
these cases the company had an agency One | 
two or three miles from the inquirer. exclusi 
For example, a customer who lived in a specialt 
suburb of New York City complained case. | 
that he was compelled to go to New is relat! 
York in order to secure Windham consum 
candy. When the retailer was named be suffi 
who sold Windham candy in that sub- sibility 
urb, the customer stated that this re- this siti 
tailer was in a section of the town where candy | 
few people purchased high-grade candy. tries as 
The manager also was of the opinion haberd 
that in many towns the retailer who had agency 
the exclusive agency was not a desirable larger 
representative. The discontinuance of numbet 
exclusive agencies did not mean that the of goo 
company should accept retailers indis- frequer 
criminately. retailer 
The new owner believed that although relianc 
the company had consumer demand for insister 
its product, this demand was not so brand « 
insistent that customers refused another It w 
high-grade candy in place of the Wind- to dist 
ham brand. He admitted, however, that n 
that one competing candy company had Candy 
lowered its standing in the candy trade throug 
by discontinuing its method of distribu- proble 
tion through exclusive agencies. An- for qu: 
other competitor who manufactured dealer: 
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high-quality candy had distributed 
originally through exclusive agencies. 
This company had revised its method 
of distribution and sold to the majority 
7 {retail candy and drug stores. The re- 
wits of this experiment were unknown. 
\ third company, whose retail prices 
were slightly higher than those of the 
Windham Candy Company, pursued the 
policy of establishing only one agency 
ina city or town of less than 500,000. 
The new owner decided to place in 
efect the plan of using selected dealers 
rather than exclusive agencies. Al- 
though some legal difficulties were 
caused by the change, the volume of 
sales did not decrease. 

One of the limitations upon the use of 
exclusive agencies for merchandising 
specialty goods is brought out by this 
case. In instances where the unit price 
is relatively small the preference of the 
consumer for a certain article may not 
be suficiently strong to prevent the pos- 
sibility of substitution. Examples of 
this situation are found not only in the 
candy business, but also in such indus- 
tries as fountain pens, hats, and branded 
haberdashery. Although the exclusive- 
agency system ordinarily results in 
larger sales per store than selling to a 
number of retailers, the aggregate sales 
of goods of this type in a community are 
frequently greater when a number of 
retailers handle the product. Too much 
reliance should not be placed upon the 
insistence of the consumer for a certain 
brand of goods of this type. 

It would not be possible, of course, 
to distribute high-grade candy, such as 
that manufactured by the Windham 
Candy Company, as convenience goods 
through a large number of dealers. The 
problem of maintaining the reputation 
for quality is an important one. Unless 
dealers are selected carefully, this repu- 
tation is likely to suffer. The plan of 
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utilizing a number of selected dealers 
in each community which was adopted 
by the company has the advantage of 
safeguarding the reputation of the prod- 
uct along with having the product avail- 
able at convenient stores. 


Advantages and Disadvantages 
of the Plan 


The advantages of the exclusive- 
agency plan as applied to retail distri- 
bution may be stated as follows: 

1. By using exclusive agencies deal- 
ers may be seiected that seem best 
adapted to the needs of the company. 
Distribution to a certain stratum of con- 
sumers can be facilitated by choosing 
dealers who reach the desired group. 
The manufacturer also may gain pres- 
tige from the store as well as the store 
from the manufacturer. Furthermore, 
in selective distribution the credit risk 
is minimized. 

2. If dealers are granted exclusive 
rights to a product, they will push that 
particular line, cooperate in the adver- 
tising campaign, protect the prestige of 
the manufacturer more carefully, and, 
in general, furnish more aggressive sell- 
ing. Protecting a manufacturer’s pres- 
tige may become an important factor 
in the case of a perishable product. 

3. Continuous relations with a rela- 
tively small number of retailers will tend 
to lower sales costs and also will aid the 
manufacturer in producing more eco- 
nomically. Furthermore, in style lines 
the risk involved can be minimized, be- 
cause the manufacturer is in better posi- 
tion to judge the demands of retailers 
when they are relatively few in number. 

4. The possible danger of price-cut- 
ting is removed by the use of exclusive 
agencies. This often is an important 
consideration in the case of branded spe- 
cialties. The importance of this factor 
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is minimized in a product which has 
been so well advertised that consumer 
insistence forces the dealer to carry it. 

5. Under an exclusive-agency agree- 
ment a retailer is justified in stocking 
a complete line. To have retailers han- 
dle a complete line is valuable not only 
from a sales standpoint, but also from 
a production standpoint. 

There are also a number of disadvan- 
tages brought out by the above cases: 

1. The exclusive-agency plan is al. 
ways open to the objection that the 
dealer may cancel the agreement and 
thus lower, at least temporarily, the 
sales in the community in which he 
is located. This difficulty, however, 
usually is not serious if the manufac- 
turer has a meritorious product. 

2. The exclusive-agency plan defi- 
nitely limits distribution. This may be 
desirable in certain instances brought 
out in the above cases and not desirable 
in other instances. Limited distribu- 
tion in time may become a limiting fac- 
tor in a company’s expansion policy. 

3. Accompany entering the field late 
may encounter many difficulties in secur- 
ing desirable exclusive agents. 

4. Difficulties sometimes arise in de- 
fining territories in which a company is 
to enjoy exclusive rights. This is true 
particularly in cases where more than 
one exclusive agency is established in a 
community, as in the case of various 
trading centers in large cities. 

5. In some cases, granting exclusive 
agencies actually may increase the sell- 
ing expense ratio. Often a salesman can 
visit several retailers at approximately 
the same expense involved in visiting 
only one. 


General Significance 


The cases cited above bring out 
clearly the way in which the channel of 
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aggress: 


distribution selected by a manufactures ie if 
sible 1 


depends upon the type of goods whick 


are to be sold. With the exception of the 4. \ 
class of goods sold by the Cutter Var in the g 
nish Company, which border on the spe quired, 
cialty classification, convenience goods ably ne 
should not be sold through exclusives 9 £0 § 
agencies. The same situation exists in) 
the case of shopping goods, the excep pare) 
tion occurring for a similar reason. Spe-§ | ‘8 
cialty goods lend themselves well to dis product 
tribution through exclusive agencies. througt 
Some commodities which fall into this cada 
last category, however, can be distrib- 
uted more effectively through other 
channels than the exclusive agency. | 
This is illustrated by the case of the HI 
Windham Candy Company. du 
The basic considerations involved in) g "¢*K¢" 
the use of exclusive agencies in the ree) § “!" ©! 
tail field may be summarized briefly as) 9 ™°St “ 
follows : py than co 
1. Exclusive agencies, under usual) g ™"4 
conditions, should not be used in the prior t 
marketing of convenience goods. These) 9 “°S °f 
are goods which the consumer normally | § "'Y by 
buys at the nearest store, and it is there- dition | 
fore important that they be distributed long-tin 
through a large number of dealers. hited 
2. Shopping goods ordinarily are not 7 § “°°, 
sold effectively on an exclusive-agency se re 
basis. The purchaser wishes to make | ¥ “ Wh 
comparison as to quality, style, and) gy “Y % 
price, in goods of this type; the pur- wel / 
chase frequently is not made in the first — 
store visited. If such merchandising a 
may be had in several stores, the prob- ey as 
ability of sale is increased. ; ” 
3. The exclusive-agency plan partic- 
ularly adapts itself to the merchandising © The 
of specialty goods. Purchases of this icaallhs 
class of goods are made because of the 7 aha ae 
reputation of the goods themselves, or 1919 - 
of the dealer. A restriction in the num 9). 
ber of retail distributors does not de- | nein 
crease the volume of sales. On the con- hie 4 


trary, it assures the manufacturer of 


































aggressive selling that would not be pos- 
ble if distribution were general. 

4. Where a large stock investment 
in the goods of one manufacturer is re- 
quired, the exclusive-agency plan is prob- 
ably necessary, regardless of the type of 
goods sold. 

s, If the retailers are expected to 
bear a portion of the burden of adver- 
tising, and to build good-will for the 
product of a certain manufacturer 
through other aggressive sales methods, 
it is usually necessary to give the pro- 


T= rapid development in industry 
during recent years has resulted in 
weakening the financial position of cer- 
tain concerns. This has been caused in 
most cases by lack of foresight rather 
than conscious poor management. De- 
mand during the prosperous years 
prior to the break of 1920 was in ex- 
cess of supply, and sales were limited 
only by production facilities. This con- 
9 dition led to a lack of attention to the 

long-time financial conditions. A com- 
pany whose sales show seasonal influ- 
ences ordinarily must seek current 
financing from banks to care for the 
sales peaks. Many companies appar- 
ently believe that as long as they main- 
tain an attractive current position 


ur IV 
- banks will be willing to extend credit 
ing accommodations. That this is not al- 


ways true is illustrated by the following 
case. 


The Middleton Bank 


The Middleton Bank, which pos- 
sessed a capital and surplus of $20,000,- 
000, was located in Chicago. Early in 
i919 this bank had granted the Gray- 
son Electric Company a line of credit 
amounting to $200,000. Prior to that 
time, the bank had held some of the 
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tection afforded by the exclusive agency. 

6. In the case of specialty goods, 
where the unit of sale is small, it is fre- 
quently advisable to use selected dealers 
rather than an exclusive-agency plan. 

7. Where a product is nationally ad- 
vertised by the manufacturer in an effort 
to create a demand on the part of the 
consuming public generally, the re- 
stricted distribution given by exclusive 
agencies may result in a smaller total 
volume of sales than would a larger 
number of dealers. 


CURRENT POSITION AS BASIS FOR CREDIT 


commercial paper of the firm in its files 
but never had made any direct loans to 
it. The line of credit granted to the 
company was used to the full extent in 
1919 and again in 1920. It was neces- 
sary to grant renewals, during 1921, on 
loans made by the bank during 1920 
and 1921, but all were paid by April, 
1922. After this date, no loans were 
made until July, 1924, when $80,000 
was borrowed. At that time the trea- 
surer of the Grayson Company informed 
the bank that he planned to use the full 
line of credit in the fall, in order that 
the company might rotate its loans 
among its other banks and also in order 
that it might meet maturing commercial 
paper. 

The Middleton Bank ordinarily re- 
quired a 20% deposit balance on all 
lines of credit which it extended. The 
Grayson Company, however, had not 
met this requirement. It had maintained 
an average balance of only 7% in 1922, 
13% in 1923, and 8% during the first 
six months of 1924. The company had 
received from 2% to 3% interest on 
balances except when obtaining loans. 

When the vice-president of the Mid- 
dleton Bank, who was in charge of credit 
to electrical companies, learned that the 
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Grayson Electric Company contem- 
plated using its full line of credit in 
the fall of 1924, he instructed the as- 
sistant credit manager to investigate the 
condition and prospects of the com- 
The vice-president knew that 
manufacturing 
heavy motors had experienced poor 
business during the previous three years, 
although companies manufacturing elec- 
trical building equipment and similar 
products had made good profits. The 
assistant credit manager made a careful 
analysis of the condition of the Gray- 
son Company, and in September, 1924, 


pany. 
electrical 


companies 
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submitted the following report: 


The Grayson Electric Company was 
incorporated in the state of Illinois in 


TABLE I. 


to 


20 


factories, 


sales 


1900. It sold generators and moto 
rolling-mills, 
houses, railroads, hotels, and simila 
users. The plant was located in Sout 
Chicago, and the company maintained 
branches 
United States. The company also sold 
directly through agents in sections 
where it had no branches. It had been 
the policy of the company not to allow 
a trade discount to agents, although 
competitors ordinarily granted a dis. 
count of 10%. Agents usually were 
contractors who made a profit on in- 
stalling the electrical equipment, but 
they constantly complained of the Gray- 
son Electric Company’s policy of not 
granting trade discounts. Terms were 


packing: 


CoNSOLIDATED BALANCE-SHEETS AND INCOME STATEMENTS OF 
THE Grayson Evectric CoMPANy, 1918-1924 


(000 omitted) 









































_— December 31 September 1 
1918 1919 1920 1921 1922 1923 1924 
Cash $ 88 | $ 150} $ 162/}$ 81]$ or] $ 110 | $ 139 
Accounts Receiv- 410 391 486 176 328 226 255 
able 
Inventories 1,629 986 927 622 673 791 739 
Prepaid Items 34 14 10 10 9 35 56 
Plant 2,027 2,068 2,086 2,106 2,138 2,102 1,986 
Total Assets $4,188 | $3,609 | $3,671 | $1,995 | $3,239 | $3,264 $3,175 ® 
Notes Payable $1,214 | $ 721 | $ 515 | $ 223 | $ 498 | $ 537 | $ 480 
Accounts Payable 13 
Capital Stock 1,936 1,936 2,101 2,254 2,331 2,332 2,332 
Surplus 1,038 952 1,055 518 410 395 350 
Total Liability | $4,188 | $3,609 | $3,671 | $2,995 | $3,230 | $3.264 | $3,175 _ 
Earnings $ 365 | $ 199 | $ 412 | $ 158*| $ 27 | $ 106 
Charges to De- 
preciation 106 112 133 54 59 55 
Earnings after De- 
preciation $ 259 | $$ 87|$ 279 | $$ 212% $ 32% $ 51 
Dividends Paid 149 149 152 287 78 64 
Available for Sur- 
plus $ 110| $ 62 | $ 127 | $ 499%] $ I10*| $ 13* 
Current Ratio 1.75 2.12 3.06 3-94 2.19 2.10 2.30 


























*Deficit. 
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yet 30 days. Accounts receivable, as a 
general rule, extended for 45 days. The 
| edit loss, however, since 1912 had 

} .mounted to less than 1% of annual 
7 sales. 

The annual balance-sheets and _ in- 
come statements of the Grayson Elec- 
Titric Company for the period 1918 
7 through the first eight months of 1924 
~ are shown in Table I. 

The plant of the Grayson Electric 
' Company covered 15 acres. The build- 
_ ings were in a good state of repair, but 
' itseemed to the credit manager that de- 
_ preciation charges, as shown by the in- 
i come statements in Table I, had been 
too small. It was believed, therefore, 
ihat the value at which the plant was 
listed on the balance-sheet was too high. 

The company also had been too lib- 
eral in its dividend policy. Both the 
preferred and the common dividends 
had been paid continually since the com- 
pany was incorporated. In the period 
ig18 to 1923 it had paid dividends of 
} $447,000 in excess of earnings, and, if 
proper depreciation charges had been 
made, this excess would have been 
greater. 





The Management 


The management of the Grayson 
Company had always been noted for its 
technical skill, and, as a result, the com- 
pany’s product had a reputation for 
high quality. Although the former 
president of the company, who had died 
in the spring of 1923, had been an 
eminent engineer, he had possessed 
little business ability. The assistant 
credit manager of the Middleton Bank 
believed that that was the reason the 
company had not operated on a more 
profitable basis in the past. A report 
of a commercial credit agency, secured 
in September, 1924, stated, among 
others, the following criticisms: that 
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the Grayson Company was not getting 
its share of the available business; that 
its products were not diversified; and 
that its policy was confined to manufac- 
turing a high-quality product and not 
to making sales at a profit. 

A vice-president had been made pres- 
ident of the Grayson Company upon the 
former president’s death. At that time 
new policies were inaugurated which 
were intended to put the company on 
a more efficient basis. Some savings 
had been made following the inaugura- 
tion of these new policies. Administra- 
tive expenses since the spring of 1923 
had been decreased $48,000 a year; the 
sales force had been strengthened by the 
addition of new salesmen at the com- 
pany’s branches; two lines of motors 
and one of electrical starters had been 
added to the list of products. These 
two lines constituted the first addition 
since the World War. The new presi- 
dent disliked very much to be questioned 
by the assistant credit manager of the 
bank concerning his policies, especially 
in regard to depreciation charges and 
discounts to agents. He had, however, 
supplied any information that the bank 
had requested. Although the new pres- 
ident did not seem to possess the engi- 
neering ability of his predecessor, he 
was believed to have more business 
ability. 

The assistant credit manager stated 
that in September, 1924, the Grayson 
Company had its financial situation well 
in hand. Twelve reports, all of which 
were favorable, were secured from the 
trade. The company generally took ad- 
vantage of cash discounts. The other 
banks which loaned to the company 
stated that they planned to continue the 
extension of their lines of credit, al- 
though two of them said that they were 
not promising a definite line. The bank 
lines possessed by the Grayson Com- 
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pany, in addition to the $200,000 line of 
credit at the Middleton Bank, were as 
follows: $40,000, $200,000, $160,000, 
$160,000, and $80,000. 


The Bank’s Decision 


The Middleton Bank at this time had 
large amounts of surplus funds which 
it desired to employ in suitable risks. 
The assistant credit manager believed 
that the bank would be justified in con- 
tinuing to extend a line of credit to 
the Grayson Electric Company. The 
vice-president, however, decided that 
the risk involved was too great, and 
the line was withdrawn. 

The Middleton Bank had not hesi- 
tated to allow the Grayson Company to 
use its full line of credit during the 
period of credit strain in 1920 and 
1921. The company had weathered that 
storm and in the fall of 1924 out- 
wardly appeared to be financially sound. 
The reports which were received 
showed that its standing in the trade 
was good. Furthermore, other banks 
at which it had borrowed apparently 
were satisfied with its credit standing. 

The purpose for which the loan was 
to be acquired seemed to be legitimate. 
Although the rotation of loans is not 
desirable, it is a very common practice. 
Furthermore, the funds apparently 
were to be used for the purpose of tak- 
ing cash discounts. The fact that the 
new management seemed to realize 
what the business needed to place it on 
an efficient operating basis also was an 
encouraging factor. It is generally ac- 
knowledged that banks have a moral 
obligation to aid deserving enterprises 
if their funds permit. It is frequent 
that banks demand that businesses make 
changes in their operating policies, but 
normally a line of credit is not with- 
drawn without strong reason. 
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However, there appeared to be just 
fication for the action taken by t 
In the first place, the Grayso 
Company had not adhered to the de 
posit requirement. The bank, there 
fore, did not feel any obligation to con 
tinue the line of credit. Funds ha¢ 
been furnished the company during th 
crisis of 1921, and it may be argue 
fairly that the bank unquestionably wa 
morally free to sever its connections a 
a time of comparatively normal busi 
ness, especially at a time when the co 
pany had sufficient credit relations with 
other institutions. 

Although the current ratio appeared 
to be satisfactory, an analysis of th 
various items on the _balance-shee 
showed that the company’s position wa 
far from satisfactory. Its fixed asset 
were overvalued, for depreciatio 
charges in past years had not been suf 
ficient. Its current assets consisted 
largely of inventories. The value o 
these seemed doubtful, because the long 
depression in the industry tended to 
cause an accumulation of inventories of 
materials and finished products whose 


This may be explained, perhaps, by the 
fact that it desired to increase the value 
of its stock in the eyes of investors 
Such a policy, however, prevents accu 
mulating a surplus for periods of poo 
business, such as the present, and also 
tends gradually to weaken the current 
financial position of the company. Wit 


the depletion of surplus by paying un S 
earned dividends and apparently a TH 
unusual depression in the industry, the twe 
future for the company looked uncer gland ¢ 
tain. Furthermore, its operating and the mo 
sales policies had not permitted it to dently, 
obtain its share of the business, and a findings 


large part of the sales that were made 



































yielded no profit. In other words, it 
was losing its competitive position in 
an industry which was itself depressed. 
If the financial position of the com- 
pany had not been weakened by unwar- 
ranted dividends, it would have been 
possible to improve the competitive 
standing by diversifying the products. 
Such a policy, however, did not appear 
' to be financially feasible at this time. 
The company’s sales organization 
needed to be reconstructed and policies 
changed so that the Grayson products 
could compete favorably with those of 
other manufacturers. The new presi- 
dent had made some attempt to im- 
prove the position of the company by 
the addition of new lines and by 
strengthening the branch sales force, 
but it seemed that such minor improve- 
ments would not be sufficient to enable 
the company to regain its prestige. 

It should be noted that the new presi- 
dent disliked to be questioned concern- 
ing his policies. Although he did supply 
any information that was requested by 
the bank, the fact that he did not wish 
to take the bank into his confidence in 
regard to all matters pertaining to the 
business caused the vice-president of the 
bank to doubt the soundness of the poli- 
cies that were being introduced. The 
fact that the president was new and un- 
tried further added to the uncertainty 
of the business. The business, however, 
had been built on the basis of quality, 
and the technical skill of the new presi- 
dent was not as great as that of the 


T= Fligg Shoe Company owned 
two factories in a small New En- 
gland city. Although the factories for 
the most part were operated indepen- 
dently, purchases of small supplies and 
indings for both were made by a central 
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former. A business of this type must 
be built on technical skill. Business 
judgment is essential, but there can be 
no business success without technical 
success, and, therefore, the technical 
standing of the executives in such a 
business must be given great weight. 

It seems that even if the position of 
the company warranted a total credit 
line of $840,000, the existing lines 
should be consolidated. The company 
should be able to obtain closer financial 
guidance and better credit accommoda- 
tions if its business were done with 
fewer banks. 

The vice-president of the Middleton 
Bank seemed to be justified in withdraw- 
ing the line of credit of the Grayson 
Electric Company. The past financial 
policies and the uncertainty which sur- 
rounded the future of the industry fur- 
nished ample justification for his de- 
cision. 

General Significance 


The case of the Grayson Electric 
Company serves to bring out one point 
of significance; namely, that a concern 
should not depend alone on its current 
financial position to secure credit from 
banks. The long-time policies of the 
company and the character of the man- 
agement are in most cases equally im- 
portant, if not more important, than the 
immediate relation of assets to liabili- 
ties. If a bank is to select safe risks, it 
must look beyond the figures that ap- 
pear on the statements of the company. 


SPREADING PURCHASES AMONG LOW BIDDERS 


purchasing agent. One factory pro- 
duced approximately 1,000,000 pairs of 
men’s and boys’ medium-grade shoes 
annually, and the other approximately 
750,000 pairs of women’s and children’s 
medium-grade shoes annually. The 
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company employed an average of 1,400 
workers in the first factory and 1,000 
in the latter. Annual purchases of small 
supplies and findings amounted to ap- 
proximately $750,000. They included 
linings, toe and heel counters, sole stays, 
threads, needles, eyes, cloth for cloth- 
top shoes, nails, tags, repair parts for 
small machines, strings, flags, and all 
findings used in manufacturing shoes. 
The total number of different articles 
bought by the purchasing agent was ap- 
proximately 3,000. 

Depression in the shoe trade prior 
to 1923 had caused many shoe manu- 
facturers practically to suspend opera- 
tions. Because there was decreased 
demand for supplies, the manufacturers 
of these articles also had to reduce 
production temporarily. When condi- 
tions improved in 1923, however, sup- 
plies were not sufficient to meet the 
requirements. As a result, the purchasing 
agent of the Fligg Shoe Company had 
difficulty in securing prompt delivery of 
his orders. At that time he bought on 
specification, subject to inspection, and 
awarded his orders to the lowest bidder. 
Because of wide price fluctuations, the 
purchasing agent had limited the inven- 
tory of these supplies to $30,000. That 
quantity was sufficient for normal manu- 
facturing requirements for 15 days. A 
few special articles, such as thread and 
needles, were bought from reputable 
suppliers, whose products had given sat- 
isfaction in the past, and not in all cases 
from the lowest bidder. On such articles 
the company had experimented with the 
products of other manufacturers, and 
had found that they were not always of 
satisfactory quality. 

When the purchasing agent failed to 
have the supplies in stock which were 
necessary to fill an order for shoes, that 
order had to be delayed until the sup- 
plies were received. Although the com- 


pany had experienced some difficulty in 
the past in securing prompt delivery on 
its purchases, the question of the ad- 
visability of continuing to place orders 
with one bidder became a serious one 
in 1923. The company had received a 
rush order for shoes with a special color 
and quality of lining, and the purchas- 
ing agent, as was customary, had placed 
his order with the lowest bidder. De- 
livery of the lining, however, was not 
made promptly, and, when the purchas- 
ing agent endeavored to ascertain the 
reason for the delay, he was informed 
that the large number of orders for this 
particular lining had made delivery 
under three weeks impossible. The pur- 
chasing agent then suggested to the 
executives of the company that one pos- 
sible solution to the problem would be 
to split orders among two or three of 
the lowest bidders. Although he esti- 
mated that this would increase the cost 
of his purchases about $3,000 annually, 
he was convinced that by adopting this 
policy the company would receive 
quicker delivery of its supply require- 
ments. As a result, it would not be 
necessary to delay orders for shoes. He 
also called attention to the fact that 
other companies were increasing their 
production, and that under such condi- 
tions prompt delivery of supplies from 
one source could not be assured. 


Advantages and Disadvantages of the 
Proposed Method 


The disadvantages of the proposed 
method of distributing purchases war- 
ranted careful consideration. While 
the increase in cost of supplies was est!- 
mated at only $3,000, or less than 
one-half of 1% of the total annual pur- 
chases, it was a factor which could not 
be overlooked. The margin of profit 
in the shoe industry had been reduced 
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to a minimum as a result of continued 
labor difficulties and increased compe- 
tition. This was true particularly in the 
case of eastern manufacturers. West- 
ern competitors were able to manufac- 
ture at lower cost and also had less 
labor difficulties. Furthermore, the 
growth of a strong style tendency, par- 
ticularly in women’s shoes, added to the 
cost of production. Hence, any increase 
in cost of production, however small, 
had to be thoroughly justified. This 
could be determined by balancing the 
excess cost against the profits accruing 
from the larger volume of business re- 
ceived as a result of prompt deliveries. 

A second disadvantage was that un- 
less close inspection was made on all 
incoming shipments, the quality of sup- 
plies might suffer when purchases were 
made from more than one source. Ob- 
viously, the amount of inspection neces- 
sary to maintain a high standard in 
quality, and the incident expense, would 
be less if an order were placed with a 
single concern. 

During a period of depression, sav- 
ings from this source would be very 
desirable. If purchases were split, how- 
ever, it would be necessary to maintain 
continual relations with several manu- 
facturers at all times. But during a 
period of declining business, the com- 
pany gains nothing by having several 
sources of supply. Satisfactory service 
then can be obtained from a single 
source, for the demand for supplies is 
less than the quantity available. The 
cost of insuring against an undersupply 
in periods of prosperity, therefore, 
becomes a burden during business de- 
pression. 

It may be argued that the close 
relationship arising from continual rela- 
tion with one firm would place the Fligg 
Company in a position to secure prefer- 
ential treatment. This would be of 
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particular advantage in a period of in- 
creasing business such as existed in 
1923, when prompt delivery of supplies 
was of major importance. It seems 
possible, however, that the same prefer- 
ential treatment in cases of urgent need 
could be obtained if relations with 
several manufacturers were continual. 
Obviously, if relations were not contin- 
ual, the manufacturer of supplies would 
feel no obligation to the Fligg Com- 
pany. If continual relations were main- 
tained, the fact that one manufacturer 
could not satisfy the company’s needs 
would not be serious, for other sources 
would be available. 

There is always the possibility of the 
sudden failure of a single source of sup- 
ply. A fire, strike, or other cause be- 
yond control, may result in the sudden 
curtailment of supplies at a time when 
it is impossible to get assistance from 
a new source. In an emergency of this 
character, it would be of inestimable 
value to have established relationship 
with more than one source. 


Significant Factors Involved 


There are four significant factors 
which seem to justify the Fligg Shoe 
Company in adopting the plan suggested 
by the purchasing agent. First, fluctu- 
ating prices necessitate a minimum in- 
ventory. It had been customary to 
carry stock on hand which was sufficient 
for only 15 days’ manufacturing require- 
ments. If this amount were increased 
to an extent that would permit every 
order which might be received to be 
filled, the possibility of losses on a 
highly fluctuating or declining market 
would be increased greatly. Second, the 
style tendency in the shoe trade is so 
strong that it is impractical to manufac- 
ture for stock. Because of the rapidity 
with which styles change, and the 
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variety of demands from various sec- 
tions of the country, particularly with 
regard to women’s shoes, it is essential 
that shoes be manufactured only on or- 
der. Third, this strong style tendency 
makes it imperative that orders be filled 
with the least possible delay. Shoe 
dealers are not as well situated to fore- 
cast styles as are manufacturers whose 
contacts are with many dealers. If the 
retailer assumes the entire style risk, 
his cost of doing business will increase 
and his profit may disappear. The 
retail dealer, therefore, must depend on 
quick turnover of stock to minimize the 
loss from style obsolescence. In secur- 
ing rapid stock-turn, purchases must 
be made in smaller quantities and 
more frequently. This tendency toward 
changed buying habits on the part of 
shoe retailers is evidenced further by 
the fact that several manufacturers have 
changed the routing of their salesmen so 
that retailers can be visited more fre- 
quently than twice a year. The manu- 
facturer who can deliver his product 
with least delay, therefore, is in a par- 
ticularly advantageous selling position. 
Finally, it should be noted that it was 
during a period of increasing business 
that the question of splitting orders be- 
came a serious issue with the Fligg Shoe 
Company. Manufacturers generally, 
were increasing production, and their 
orders for supplies exceeded the quan- 
tity that was available. It is during a 
period of increasing business that the 
manufacturer is able to make greatest 
profit. If lack of supplies during this 
period delays production, the profits of 
the company must suffer. The difficulty 
of securing supplies would not be pres- 
ent in a period of declining business, for 
then the supply exceeds the demand. It 
seems desirable, however, to continue 
relations with several supply concerns 
during such a period in order to realize 
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the full benefits of a 
ity. 

Despite the increased cost and con- 
trol necessary to maintain satisfactory 
quality, it seems that the particular 
conditions existing in the shoe trade, as 
outlined above, justified the Fligg Shoe 
Company in adopting the proposed pur- 
chasing policy. The prevalent style ten- 
dency in shoes and fluctuating prices of 
supplies made it inadvisable for this firm 
to manufacture for stock or to carry a 
large inventory of supplies. Prompt 
delivery on orders was essential. The 
belief expressed by the purchasing 
agent, that a policy of spreading supply 
requirements among two or three of the 
lowest bidders would assist in making 
this possible, seems sound. 


period of prosper. 


General Significance 


Under certain conditions spreading 
purchases of materials among several 
of the lowest bidders may prove advan- 
tageous. In cases where it is inadvis- 
able to manufacture for stock and 
where pronounced style tendencies place 
a premium on quick delivery, this policy 
appears to be justified. Furthermore, 
such a policy will enable a concern to 
keep its inventory of materials at a mini- 
mum during a falling or uncertain mar- 
ket. 

There are many conditions, on the 
other hand, under which it is detri- 
mental to split purchases. It should be 
recognized that the plan involves addi- 
tional expense under any circumstances. 
In cases where the necessity of reducing 
expenses to an absolute minimum is of 
primary importance and the dangers in 
so doing are not excessive, the plan is 
not practicable. There will be instances 
where the cost of utilizing this plan will 
be out of proportion to the benefits to 
be derived from a larger volume of 
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) ules. It is of vital importance, in any 
event, that the cost involved in splitting 
orders be determined and considered in 
ery detail before the method is 
| ,dopted as a general policy. If satis- 
factory delivery, prompt invoicing, a 
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high quality of product, and satisfactory 
service are assured with a single source 
of supply, there does not seem to be 
justification for a change in the purchas- 
ing policy. Under such conditions a 
single source should be sufficient. 
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Michelbacher, G. F., and Nial, Thomas M. 
WorKMEN’S COMPENSATION INSURANCE. 
New York: McGraw-Hill Book Company, 
Incorporated, 1925. 483 pp. $4. 


In Workmen’s Compensation Insur- 
ance, Messrs. Michelbacher and Nial 
have brought together a mass of infor- 
mation and statistical data on the subject 
of accidents, their prevention, insurance, 
and legal status; and have explained and 
shown the derivation of existing prac- 
tices by an unusually complete and dis- 
passionate account of their historical 
development. A course of study based 
exclusively on the contents of this book 
would give the student an inclusive un- 
derstanding of the subject of workmen’s 
compensation as it exists today in the 
United States. The book is a veritable 
mine of reference data on all phases of 
the matter. 

The book is divided into three parts 
and an appendix. The first section deals 
with injuries and their prevention; the 
second, with methods of indemni- 
fication; the third, with workmen’s 
compensation and employers’ liability 
insurance; while the appendix contains 
a collection of data and forms among 
which are the report forms which 
provide the bases for rate-making, ex- 
amples of experience-rating, injury re- 
port forms and insurance policy and 
agency contract forms. 

The writers have drawn liberally 
from widely varying sources, and much 
of the most interesting material appears 
as excerpts from other writers. In the 
first part, for instance, after analyzing 
types of accidents and quoting statistics, 
classifying them by the usual lists of 
immediate causes (such as belts and 
pulleys, gears, nails, and so forth), they 
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quote Boyd Fisher’s interest'ng classi- 
fication by mental causes. Then comes 
a well-organized chapter on the various 
lines and methods of prevention—by 
legislative act, by direct effort of indus- 
trial organizations, and by educational 
means. 

“Methods of Indemnification for In- 
dustrial Injuries” is the title given to 
the second part, which includes a his- 
torical account of the development of 
the subject. This begins with the days 
when an injured person’s right to finan- 
cial assistance depended on his proving, 
before the courts, negligence on the 
part of the employer as the direct cause 
of his injury, and when the employer 
could avoid payment by one of several 
defenses derived from old English com- 
mon law, and traces through to the 
present day when in most states financial 
assistance must be given to injured em- 
ployees in amounts specified by govern- 
mental authority regardless of who was 
responsible for the injury. A graphic 
picture is painted of the unfortunate 
legal conditions which made the doing 
of justice in accident cases quite impos- 
sible, and of the modern methods by 
which most of the states have cut the 
Gordian knot and freed themselves by 
legislative enactment from the legal 
tangles of a common law built up under 
totally different industrial conditions. 
The change in the concept of respon- 
sibility is traced from the old theory 
that the fault could be determined and 
that the person from whose fault the 
injury resulted should pay the cost, to 
the newer view-point that industry as a 
whole is responsible, that some accidents 
cannot be avoided, and that the bur- 
den is a part of the cost of production 
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and should be charged to the consumer 
as part of the selling price of goods. 
The third section seems to the writer 
the really vital part of the book, for in 
' tthe facts and practices of present-day 
laws are set forth in manual form. The 
‘theory and mathematics of insurance 
' are given in an unusually clear and in- 
' teresting way. Such popular mysteries 
4s rate-setting, merit-rating, and expe- 
‘rience-rating are explained. The very 
important point is brought out that 
\ prevention is the by-product of insur- 
‘ance, and that this tremendous indirect 
social value must be added to the direct 
» value of insurance as a means of reduc- 
" ing the blow of losses to individuals. 
_ Finally, Messrs. Michelbacher and 
> Nial let us behind the scenes for a few 
_ chapters and tell us how insurance com- 
> panies operate. They tell of reinsur- 
ance of shock losses and insurance pools 
\ for catastrophic losses, and they tell 
‘how the policy-holders are protected 
" against fraud or incompetence in their 
| insurance carriers. 
| The book is valuable for reference. 
)) [ts treatment, throughout, is dispas- 
sionate. In fact, its authors have so far 
restrained themselves from _ uttering 
opinions of their own, that the reader 
feels he misses the valuable comments 
which might have been added by men 
who were so obviously masters of their 
subject. We wish, when reference is 
made to the German and English meth- 
ods of workmen’s compensation, that 
we might have had some editorial com- 
ment on the differences, both theoretical 
and practical, between those systems and 
the American legislation. A few sen- 
tences of opinion on the relative advan- 
tages of the varied requirements of the 
different states regarding ways of insur- 
ing, or on the different types of state 
tunds, would have been very satisfying. 
But the very restraint which eliminated 
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all editorial comment has strengthened 
the points which follow obviously from 
the facts, and should make the book a 
power in directing searchers after the 
truth in compensation matters to correct 
solutions. 


Goldenweiser, E. A. THE FeperRaAL RESERVE 
SysTEM IN OPERATION. New York: 
McGraw-Hill Book Company, Incorpo- 
rated, 1925. 339 pp. $3. 

ALTHOUGH the Federal Reserve Sys- 
tem has been in operation for more 
than 10 years, a vast number of people 
in the United States—business men no 
less than others—have no real knowl- 
edge of its organization, its manner of 
operation, or of the influence which 
it can exert upon the economic and 
financial structure of the country. While 
the same may be said of many other 
things much older than the reserve 
system, nevertheless it is true that the 
system is important enough to merit a 
better place in the public knowledge. 

Much has been written in regard to 
the various aspects of the system, but 
the bulk of this material is too technical 
in character to interest the ordinary 
reader. Furthermore, most of these 
publications have dealt with only one 
phase of the subject; and, as a result, 
it has been difficult for the business man 
or student to obtain a connected and 
correlated impression of all phases. 
Mr. Goldenweiser, who is a member of 
the staff of the Federal Reserve Board 
in Washington, has collected and pre- 
sented in this volume material bearing 
upon all of the major aspects of the . 
workings of the Federal Reserve banks 
and of the Federal Reserve Board. 

The first two chapters, by way of 
background, describe the activities and 
problems of the system before, during, 
and immediately after the war, and the 
structure, divisions, and major functions 
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of the reserve banks and of the reserve 
board. 

One of the most important purposes 
of the system was “to afford means of 
rediscounting commercial paper.” In the 
next three chapters the author describes, 
in detail and with great clarity, the sys- 
tem’s discount operations. Under the 
heading “Discounts,” he defines the 
sources of the system’s lending power 
and the types of eligible paper, and 
follows this with an outline of discount 
activities during the war and after, con- 
sidered in the light of surrounding eco- 
nomic conditions. Next come the history 
of the federal reserve discount rate, a 
description of its place in the scale of 
money rates, a comparison with the 
Bank of England rate, and some of the 
principles of rate policy which have 
grown out of the system’s experience. 
Another chapter deals with the closely 
related subject of open market policy, 
describing the system’s connection with 
the acceptance market and explaining 
some of the policies followed by the 
reserve banks in buying and selling 
securities. 

The issuing of notes is another of the 
more important functions of the system. 
An excellent discussion of the factors 
affecting their issue, the reasons for 
their elasticity, their relation to the 
credit position of the country, and the 
machinery of issue and redemption, is 
given. Then come chapters devoted to 
matters usually termed technical—re- 
serve requirements both for member 
banks and for the reserve banks, the 
system’s check-collecting service, and 
the par clearance controversy. 

One often hears the statement— 
made by opponents of the system and, 
thoughtlessly, by others—that the re- 
serve banks use their power unfairly and 
against the best interests of the country 
in order to increase their earnings. In 
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his treatment of this subject, Mr. Gold- 
enweiser points out the fallacies current 
in regard to the earnings and expenses 
of the reserve banks, and shows the ex. 
tent to which they can and cannot con- 
trol their incomes. 

The four remaining chapters deal 
with the requirements for membership 
in the system, and with the rulings, 
conferences, research work, and credit 
policy of the Federal Reserve Board. 

The chapters outlined above cover 
about half the book, the remainder be- 
ing given over to appendices. These 
include extracts from the Federal Re- 
serve Act, regulations of the Federal 
Reserve Board in 1924 and its annual 
report for 1923. Statistical data related 
to the earlier portion of the book, and 
other illustrative matter, are presented, 
along with extracts from articles by 
well-known experts. 

While Mr. Goldenweiser, because of 
his position on the staff of the Federal 
Reserve Board, cannot be expected to 
criticize the system as impartially as a 
more disinterested writer might, he can 
and does give a thorough and balanced 
description of it and of its position in the 
economic structure of the country. To 
criticize him for doing what he set out 
to do, is obviously unfair. In his preface 
he says, ‘The book is not a treatise on 
the principles of Federal Reserve bank- 
ing and does not undertake to define 
the limits within which Federal Reserve 
policy can influence the course of the 
business cycle; neither does it attempt to 
give a detailed technical account of the 
system’s operations. It merely describes 
the most important functions of the 
system, points out the principal prob- 
lems with which it is confronted, and 
outlines the method developed or in 
process of development for the solution 
of these problems.” This is his pur- 
pose, and he accomplishes it. 
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To present fully the economic signifi- 
cance of a central banking system is no 
simple matter. Every detail carries 
qualifications, implications, and ramifi- 
cations which, if included in a book like 
this one, would be only too likely to 


Ackerman, Saul B., and Neuner, John J. 
Crepir INSURANCE. New York: The 
Ronald Press Company, 1924. 98 pp. 
$1.25. 

Statistics show that business losses from bad 
debts are as great as those from fire. By 
means of insurance, protection is afforded 
against undue losses from the extension of 
mercantile credit. After dealing with the 
early development and fundamental principles 
of this special type of insurance, this book 
analyzes the provisions of the usual credit 
insurance policies. 


Collins, Francis A. Our Harpors AND 
INLAND WaTERWAYS. New York: The 
Century Company, 1924. 295 pp. $2. 


The two related problems here treated are 
of great interest to Americans. ‘The pres- 
entation is non-technical, and the numerous 
illustrations are of assistance in visualizing the 
subject-matter. 

The problem of harbor development was 
first brought strikingly to our attention by 
the war. Delays and wastes were expensive 
and have since led to careful study of harbor 
problems. America has many technical prob- 
lems to meet in “outwitting the sea,” as our 
coast presents many unusual conditions, call- 
ing for artificial harbors, jetties, and break- 
waters. Within the harbors, the fundamental 
problems relate to the loading, unloading, and 
moving of cargo, although storage is fre- 
quently an important consideration. Particu- 
lar attention is paid to the special problems 
of New York Harbor, its nature being 
brought out by reproductions of a few aerial 
photographs, 

The outstanding problems of our inland 
Waterways center about the various projects 
to connect the Great Lakes with the Atlantic ; 
by the St. Lawrence, by the Mississippi, or in 
some other way. Other projects involve 
canals from New York to Philadelphia, across 
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distort the picture. There is nothing in 
Mr. Goldenweiser’s book to arouse the 
person already expert in the subject, but 
it is a clear and adequate discussion 
designed for the layman, and, as such, 
is valuable. 


BOOK NOTICES 


the top of the Florida peninsula, across Mich- 
igan from Lake Michigan to Lake Erie, a 
coastal canal from Boston to the Mexican 
border, and a canal from St. Louis across the 
South to the Georgia coast. The book ends 
with a chapter on the economic aspects of 
canal transportation. 


Feis, Herbert. A CoLLecTION oF DEcIsIONS 
PRESENTING PRINCIPLES OF WAGE SETTLE- 
MENT. New York: The H. W. Wilson 


Company, 1924. 452 pp. $3.50. 


Progress in the settlement of wage disputes 
can be made only as the usually sincere but 
quite as frequently superficial and opportu- 
nistic settlements of the past are superseded 
by judgments based on principles consciously 
developed and employed. It is the belief of 
Mr. Feis, editor of this book and compiler of 
the decisions presented, that such principles 
can best be developed from analysis of wage 
decisions revealing conflicting demands as they 
actually come into dispute, rather than by 
direct deduction from a theory of wages. 

Acting on this belief, Mr. Feis has collected 
from a variety of sources in the United States 
and abroad a group of decisions on what he 
considers the most important subjects of wage 
disputes. His selection has been based on 
the interest of each case and on the principle 
involved, rather than on the source of the 
decision. The decisions are organized so as 
to develop a sound body of principle and cover 
problems of wage standardization, wage differ- 
entials, the “living-wage”’ principle, the adjust- 
ment of wages up and down relative to “cost 
of living” and “condition of business” prin- 
ciples, comparison between industries, and the 
relation of wages to production. 

The cases are carefully edited and the 
various sections of the book are prefaced with 
short statements of the principles illustrated, 
and their place in the whole scheme. Frequent 
comments and supplementary notes further 
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elucidate individual decisions. Mr. Feis main- 
tains throughout the book the attitude of the 
editor rather than that of the proponent of 
any one group of ideas. 


Gardiner, Glenn L. Practica, ForEMAN- 


sHIP. New York: McGraw-Hill Book 
Company, Incorporated, 1925. IQ1 pp. 
$1.75. 


This book is intended as a text to present 
the elementary principles underlying the prac- 
tice of modern foremanship, and as a brief 
manual for the use of foremen. Its writing 
was made possible through the cooperation of 
practical men actively engaged in industry. 
All of the principles brought out have been 
tried and tested. 

The subject is treated in 10 chapters, each 
of which deals with an important phase of the 
foreman’s duties. No attempt has been made 
to go into detail, but rather to point out those 
matters which should serve as a basis for 
further study by foremen. The material is 
presented in a clear and concise manner, and 
a number of actual occurrences are used as 
illustrations. A few brief problems involving 
the principles developed are appended to each 
chapter. The book is written in a style which 
should appeal to the practical foreman and 
assist in establishing his interest in principles 
intended to increase his usefulness and ability. 


Hayward, Walter S. THe Retatt Hanp- 
BOOK. New York: McGraw-Hill Book 
Company, Incorporated, 1924. 617 pp. $5. 


In contrast to many former books on the 
subject of retailing, The Retail Handbook 
attempts to take the point of view of the small 
retailer rather than to place all emphasis on 
department-store operation. How well the 
author has succeeded in accomplishing this 
purpose depends largely on the opinion of in- 
dividual readers. Certainly the majority of 
the illustrations have been drawn from the 
field of department-store operation. The rea- 
son for this, however, is because this field is 
further advanced in modern retail practices 
than the smaller unit stores. The book does 
not attempt to develop underlying principles 
of store operation, but relates and illustrates 
successful methods that are prevalent in mod- 
ern department and unit stores. Following 
an introductory chapter on general problems 
of retail merchandising by Carlos $. Duncan, 
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the author discusses the following subjects: 
location, layout, and store equipment; organ. 
ization and personnel ; merchandising; display ; 
advertising; direct-by-mail and mail order. 
service to customers; finance and accounting : 
and research. There also is included a chapter 
on credit and collections by Dwight E. Beebe. 
Although the book is written primarily for the 
merchant, it will be found very useful in fur- 
nishing background for a course of instruction 
on retail-store management. 
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Hunt, Edward Eyre. Scientiric Manace- 
MENT SINCE Taytor. New York: Mce- 
Graw-Hill Book Company, Incorporated, 
1924. 256 pp. $3. 


For the purpose of presenting to the reader 
a comprehensive survey of the more recent as- 
pects of scientific management, the author has 
gathered a collection of authoritative papers 
written by some of the most prominent men 
in the field. His particular aim has been to 
emphasize the importance of human relations 
and to show how and where the beginnings 
have been made in organizing these relations 
on fundamental lines. The advances in the 
management movement which have been made 
since the death of its founder, Frederick W. 
Taylor, are clearly evident from a study of 
the papers presented. 

The book contains 19 articles arranged in 
4 parts under the following subjects: Nature 
and Achievements of Scientific Manage- 
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Workers. While practically all of the articles 
presented have been published previously, the 
manner in which they are grouped under the 
above headings gives them a new interest and 
meaning. 


Kneeland, Natalie. Cases IN Reta SALES- 
MANSHIP. Chicago: A. W. Shaw Com- 
pany, 1924. 187 pp. $1.50. 


In this study of retail selling situations, the 
author attempts to adapt the case method of 
presentation to retail training. The book is 
composed of 135 cases which have been col- 
lected by the Research Bureau for Retail 
Training of the University of Pittsburgh. 
These represent actual selling talks obtained 
in the shopping of retail stores, and each is 
selected to bring out an essential point in the 
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technique of retail selling. The arrangement 


| issuch that the points brought out follow the 


general outline of a model sales talk. Each 
case is accompanied by a short résumé of the 
principles involved and by questions designed 
to show their application. 


Munn, Glenn G. Bank Crepit: PRrin- 
CIPLES AND OPERATING ProcepuRE. New 
York: McGraw-Hill Book Company, In- 
corporated,. 263 pp. $2.50. 


Dating back almost to the beginning of com- 
merce is the extension of credit. But not- 
withstanding its antiquity, it can be said that 
only within the last decade have attempts 
been made to put it on a scientific basis. 
Always the lender has tried to make his mar- 
gin cover his risk, though at times he has been 
in a position to bargain unscrupulously with 
his client. In the balmy days of Venetian 
trade when sailing vessels and caravans set 
out to far corners of the earth, an interest 
charge of several hundred per cent with a 
family bonded as security may have been nec- 
essary. Today a reliable firm may secure 
adequate working capital in the neighbor- 
hood of 6% with a promise as security. 

This great reduction has been effected 
through an improvement in methods. As the 
other aspects of business were subjected to 
scientific treatment, so in turn was credit. 
Obviously, the lower the rate becomes, the 
more scientific must be the treatment to se- 
cure further reductions. It is the purpose of 
this book to present the scientific aspects of 
bank credit that have been developed both 
in the academic world and in the practical 
banking world. Scientific analysis works to 
the advantage of both the borrower and the 
lender; it reduces the rate for the former and 
the risk for the latter. Hence, this book is of 
interest not only to bankers, but to business 
enterprises employing bank credit. 

_ A logical beginning is the question “What 
is credit?” This answered, the role banks 
play in credit and the essentials of credit are 
given. Then follow the mechanics of credit: 
the organization for securing information, the 
handling of information, and the interpreta- 
tion of data. It is shown how certain rule- 
of-thumb methods have grown up, and how 
they may be improved by “credit barometrics.” 
lhe usefulness and limitations of these agen- 
cles are intimated. An interesting comparison 
is made of the profitableness of various ways 


of lending credit. The treatment of inter- 
change of credit information and of the ethics 
involved is a real contribution. 


Smith, William Henry. Grapuic STaTIsTICcs 
IN MANAGEMENT. New York: McGraw- 
Hill Book Company, Incorporated, 1924. 
350 pp. $4. 


This book deals primarily with the graphic 
presentation of statistical facts. First the 
principles of correct graphic practice are de- 
scribed, so that the strength and weakness of 
different graphic forms may be understood. 
Then a summary of fundamental business sta- 
tistics is made, which serves to point out the 
important economic series and tell where they 
may be found. Finally, specific examples are 
given of the way in which business facts can 
be shown graphically to the best advantage, 
and the application of graphic methods to the 
control of each function of a business is dis- 
cussed systematically. Outside sources are 
drawn upon freely for illustrations of the dif- 
ferent kinds of charts which have been used in 
business. As a source of information on cur- 
rent statistical and graphic practice, this book 
well serves its purpose. 


Stockder, Archibald H. GerMan TRADE 
AssociATIONS—T'HE Coat KarTeLi. New 
York: Henry Holt and Company, 1924. 


254 pp. $4. 


Problems of competition—and of the reg- 
ulation of production and distribution by 
agreement between companies engaged in the 
same form of economic activity—are always 
interesting. Conditions of the “new competi- 
tion” under such mutual agreement and reg- 
ulation have been the subject of much 
economic and legal research and discussion in 
the United States, as illustrated in the judicial 
interpretations of the Sherman and Clayton 
Acts. 

German Trade Associations—The Coal 
Kartell is a study of one type of trade organ- 
ization, designed to regulate competition for 
the purpose of stabilizing industry, which has 
been legally fostered and encouraged in Ger- 
many for 50 years. The book discusses the 


nature of the Kartell, the history of the Kar- 
tell organization in the German coal industry, 
and the development of it under governmental 
pressure at the time of the serious coal short- 
age in Germany during the war. The further 
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application of the Kz:tell idea in the sociali- 
zation of the industry since the Revolution of 
1918 is considered. The conclusion sum- 
marizes the author’s opinions as to certain 
benefits to producers and to the public (par- 
ticularly in the elimination of crises in the 
industry) realized in the operation of the 
Kartell. His opinions contrast with those of 
many other students of the subject who feel 
that productive facilities have been expanded 
beyond any immediate possibilities of economi- 
cal employ, and that the results derived from 
the working of the Kartell organization have 
been of questionable value. This book and 
the conflicting opinions just remarked should 
furnish food for thought concerning the rela- 
tion of the Kartell idea and example to 
American experience and conditions of com- 
petition. 


Tregoe, J. H., and Whyte, John. Errective 
Co.iectTion Letters. New York: Pren- 
tice-Hall, Incorporated, 1924. 514 pp. $4. 


The handling of collections is an important 
part of the financial and selling policy of any 
business. In setting forth their principles, the 
authors take up the classification of custom- 
ers; the analysis of individual cases; points 
of appeal; and the proper timing of collection 
efforts. The discussion is supported by the 
inclusion of a large number of letters designed 
to illustrate both good and bad practice in col- 
lection-letter writing. 


Vaughan, Floyd L. Economics or Our 
PATENT System. New York: The Mac- 
millan Company, 1925. 288 pp. $2.50. 


The author concludes that although our 
patent system has fostered invention, it has 
also served to further industrial monopoly ; and 
that, as a rule, the wealthy corporation and 
not the inventor derives substantial returns 
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from patents. He believes it the duty of the a 
government to change the patent laws and #} 
their administration so as to encourage inven- 
tion to the greatest extent and at the least cost & 
to the public. 

As a background, Mr. Vaughan sketches 
in the causes of invention, the history of pat- 
ents, the salient features of present patent 
law, and the justification of patents. As a 
basis for his conclusions, he traces the history 
of various patent pools, the use of patents as 
a weapon of unfair competition, the suppres- 
sion of patents, and other evils of the system. 
In the final chapter he suggests possible re- 
forms. 


Warren, G. F., and Pearson, F. A. Tue 
AGRICULTURAL SITUATION. New York: 
John Wiley & Sons, Incorporated, (Lon- 
don: Chapman & Hall, Limited) 10924. 
306 pp. $3. 


The Agricultural Situation presents a sta- 
tistical survey of the rise and fall of prices of 
the more important agricultural products. 
The data are set forth by means of many well- 
arranged tables and charts. 

The causes and effects of the recent agri- 
cultural depression, and the relationship of 
taxes, mortgage debt, and freight rates to the 
farmer’s net income are discussed. The study 
of the cyclical fluctuations of the farm prices 
of wheat, cotton, potatoes, corn and hogs, 
dairy products, beef cattle, sheep and wool, 
poultry and eggs, horses, and other farm prod- 
ucts, is complete and comprehensive. 

Many students of economic conditions in 
the United States believe that we can have 
no enduring prosperity unless agriculture is 
on a sound basis and is reasonably profitable 
to those engaged in it. In the light of this 
opinion, the facts presented in this book should 
be of more than passing interest to those con- 
cerned with American business conditions. 





